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ANNOUNCEMENTS 


The Thirtieth Annual Conference of the Southern Economic 
Association will be held on November 18-19, 1960, at the Atlanta 
Biltmore Hotel, in Atlanta, Georgia. 


President Fritz Machlup has appointed Professor George W. 
Stocking, Vanderbilt University, Nashville, Tennessee, as Chair- 
man of the Nominating Committee for the 1961 officers of the 
Southern Economic Association. Members are invited to suggest 
nominations for the various offices to the President or the Secretary- 
Treasurer of the Association, or to the Chairman of the Nominating 
Committee. 


In order to aid President Machlup in developing a program 
for a meeting that is truly representative of economic research 
unde.taken in the South, he requests information about any re- 
search projects under way at the present time that are likely to 
develop into presentable papers. Such information may come from 
Department Chairmen as well as any other members who know 
about interesting projects in process, or from the researchers them- 
selves. 


H. Wesson, Jr. 
Secretary-Treasurer 
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SOUTHERN TRADITION AND REGIONAL ECONOMIC PROGRESS* 


WILLIAM H. NICHOLLS 
Vanderbilt University 


Apothecary. My poverty, but not my will, consents. 
Romeo. I pay thy poverty, and not thy will. 
—Shakespeare, Romeo and Juliet 


The South has been poor for a century. Relative 
to the rest of the nation, it is still poor today. To 
be sure, the South has made considerable eco- 
nomic progress, but in doing so it has held with 
surprising tenacity to traditional values. In some 
degree, the South has been traditional because it 
was poor. At the same time, it has also remained 
poor in part because it was traditional. It is these 
interrelationships between Southern tradition and 
Southern poverty which will concern me here. 

Defenders of Southern tradition have some- 
times argued that, unlike Romeo’s apothecary, 
the South could and should remain “poor but 
honest.’’ They have also warned that, if the South 
accepts offers of greater material well-being (Ro- 
meo’s forty ducats), it will not only corrupt itself 
but will be condemned, along with the giver, to 
pointless self-destruction. On the other hand, crit- 
ics of Southern tradition have denied that South- 
ern poverty has necessarily precluded a measure 
of dishonesty. If Romeo’s gold was “worse poison 
to men’s souls” than the apothecary’s potion, he 
nonetheless saw that “famine is in thy cheeks, 
need and oppression starveth in thine eyes” and 
knew that the apothecary would never say nay. 
From this point of view, as a defense of poverty, 
Southern tradition has constituted a rationaliza- 
tion and a mythology. Thus, it has (in Lewis 
Munford’s colorful phrase) encouraged the South 
“continually [to] gaze with enamored eyes upon 
its own face, praising its warts and pimples as 
beauty marks.’”"! 

* Presidential Address, delivered at the twenty- 
ninth annual conference of the Southern Economic 
Association, Jacksonville, Florida, November 20, 
1959. While I initially intended to encompass my 
treatment of this subject within an hour’s lecture 
time, it quickly grew to the proportions of a book 
which, under the same title, is being published by 
the University of North Carolina Press. This ad- 
dress is based only upon half of Chapter One and 
most of Chapter Seven of that book. 

! Quoted in Howard W. Odum, Southern Regions 
of the United States (Chapel Hill, N. C.: Univ. of 
North Carolina Press, 1936), p. 531. 
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As an economist, I am not here interested in 
Southern tradition as such. However, as one who 
has devoted the last decade to scholarly investi- 
gations of the problems of Southern economic de- 
velopment, I have become very much aware of 
the extent to which certain peculiar non-economic 
factors in the Southern tradition have offered 
formidable barriers to the material progress of 
the region and which, if ignored or unrevised, 
will continue to do so.2 Hence, in this address, I 
shall try to identify those elements of Southern 
tradition which may be appropriately associated 
with Southern poverty and whose abandonment 
may be a prerequisite if the South is finally to 
put an end to its poverty. Before turning to this 
major objective, I must set the stage for my in- 
vestigation and, since clashes between systems of 
values are inevitable in such an endeavor, make 
my own personal values explicit. 


I. OLD SOUTH V. NEW SOUTH: THE 
PERENNIAL BATTLE 


Gonzalo. Here is everything advantageous to life. 
Antonio. True; save means to live. 
—Shakespeare, The Tempest 


Some seventy years ago, Henry W. Grady 
made his famous lament that, in burying one of 
its native sons, Georgia could provide only a 
minister and a hole in the ground. Today Georgia 


? Economists interested in economic develop- 
ment cannot avoid concerning themselves with 
non-economic factors. Even in underdeveloped 
countries, economists have frequently made anal- 
yses and policy recommendations which have 
suffered because they have failed to take the non- 
economic factors sufficiently into account. (Cf. my 
recent article, ‘Accommodating Economic Change 
in Underdeveloped Countries,’’ Amer. Econ. Rev., 
Vol. 49 [Proceedings], May 1959, pp. 156-68.) 
Therefore, it is not surprising that in the under- 
developed South—where these barriers to eco- 
nomic progress are less extreme, hence less per- 
ceptible—economists and business leaders have 
too easily overlooked their importance. 
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could undoubtedly dispatch her native son much 
more impressively in material terms. In the realm 
of the spirit, however, the native son might take 
a whirl or two in his grave at the lurking suspi- 
cion that his minister, secretly harboring integra- 
tionist sentiments, ought to have a “hole in the 
head.” If the material accoutrements of a decent 
burial today bear the label, ““Made in the South,” 
so does the tradition which still keeps our de- 
parted Georgian a Rebel beyond the grave. Thus, 
do times change yet remain the same. 

The struggle between Old South and New 
South is nothing new; it dates at least from early 
Reconstruction days. In fact, it is ironic that two 
great Southerners who shared the common family 
name of Page should have personified so well the 
opposing forces of this struggle. Edwin Mims 
compared the two as follows: 


(Thomas Nelson Page] was distinctly a roman- 
tic, looking back upon a vanished age which for 
him had many of the characteristics of a golden 
age; (Walter Hines Page] was a critic, seeing with 
clear eyes the shortcomings of his people, and 
attacking with brave heart the barriers that ham- 
pered them in their struggle toward a more pro- 
gressive life. One was a [Virginia] aristocrat, fully 
conscious of the charm and prestige of the aris- 
tocracy whose traditions he had inherited, the 
other was a [North Carolina] democrat, believing 
in the possibilities that lay in the training of the 
backward people of the South, for to him democ- 
racy was not simply a theory of government but a 
state of society in which all men might find the 
opportunity for the development of their distine- 
tive talents.’ 


To be sure, Mims was not an unbiased observer. 
He not only favored Southern industrial develop- 
ment but hailed (Preface, p. vii) the “veritable 
war of liberation. ... against the conservatism, 
the sensitiveness to criticism, the lack of freedom 
that have too long impeded Southern progress.” 
Thus, he firmly aligned himself with the critics 
of the Old South and the proponents of the New 
South—from Henry Grady, Gen. Daniel Harvey 
Hill, and Walter Hines Page through Ellen Glas- 
gow, Howard W. Odum, and Rupert B. Vance to 
W. J. Cash, Harry 8. Ashmore, and James Me- 
Bride Dabbs. 

However, the essential accuracy of Mims’ 


* Reprinted from Edwin Mims, The Advancing 
South (Garden City, N. Y.: Doubleday and Com- 
pany, 1926), p. 24. By permission of Doubleday & 
Ine. 
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characterization of the traditionalist position can 
be clearly demonstrated from the writings of those 
most faithful to the Old South—from Thomas 
Nelson Page to and beyond the Vanderbilt 
Agrarians*—who left no doubt whatsoever as to 
where they stood. Thus, they were satisfied with 
developing nothing less than a positive defense 
(as their forebears had once done for slavery) of 
the Southern agrarian-aristocratic tradition in all 
of its aspects. To them the fundamental cause of 
the Civil War was the fact (Frank L. Owsley) 
that “the North was commercial and industrial, 
and the South was agrarian. The fundamental 
and passionate ideal for which the South stood 
and fell was the ideal of an agrarian society.” 
The Agrarians deplored this triumph of indus- 
tralism over agrarianism and added (in Donald 
Davidson’s words): “What was worse for the 
nation [the South] lost the peace—first in the 
Reconstruction, second by temporarily conform- 
ing, under the leadership of men like Walter H. 
Page and Henry W. Grady, to ‘new South’ doc- 
trines subversive of its native genius.’’ Unlike the 
North, wrote John Crowe Ransom, “The South 
never conceded that the whole duty of man was 
to increase material production, or that the index 
to the degree of his culture was the volume of his 
material production.” Thus, they rejected the 
values of industrialism, which “‘is an insidious 
spirit, full of false promises and generally fatal 
to [tradition].’’* 

Given the shallowness of Southern thinking of 
their times, the advocates of both New and Old 
South frequently showed great courage in the 
vigor and forthrightness with which they ex- 
pressed their views. However, since it took more 
courage to be a rebel than a Rebel in the South, 
it was not uncommon for the proponents of the 
New South to seek escape from a hostile environ- 
ment by self-exile or even suicide.* Fortunately, 


‘Since the hard core of Vanderbilt's Agrarians 
was in the University’s Department of English, of 
which Professor Mims was long Chairman, his 
progressive views were probably the prime if un- 
named target of his agrarian colleagues. 

* Quoted from Twelve Southerners, /'ll Take 
My Stand (New York: Harper and Brothers, 1930), 
pp. 69, 52, 12, and 15. By permission of Harper and 

rothers 

*As V. O. Key, Jr. (Southern Politics |New 
York: Alfred A. Knopf, 1949], p. 664) has observed: 
“A depressingly high rate of self-destruction pre- 
vails among those who ponder about the South 
and put down their reflections in books. A fatal 
frustration seems to come from the struggle to find 
a way through the unfathomable maze formed by 
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in recent decades the fact of Southern industrial- 
urban development has gradually reinforced the 
voices of the New South and has at least reduced 
the region’s intolerance of dissenters from Old 
South traditions. Nonetheless, I shall seek to 
demonstrate that, insofar as the New South has 
made material progress, it has done so in spite of 
strongly inhibiting social, political, psychological, 
and philosophical elements in the Old South’s 
cultural heritage. I shall also argue that, if the 
transition from the Old South to the New South 
is to be completed, many of those still-strong 
qualities of mind and spirit which have made the 
South distinctive must largely disappear. 

With such an immodest objective in mind, I 
shall find myself compelled not only to invade the 
normal preserve of the other social sciences but 
must even project myself further into the un- 
certain realm of philosophy and ethics. Hence, 
my findings may too often appear to be impres- 
sionistic and subjective rather than solid and 
scientific. If so, given the paramount importance 
of the problem at hand, I shall not apologize. 
Rather, I shall hope that my analysis, with all its 
faults, will make Southern economists and busi- 
ness leaders more aware of the non-economic 
barriers to Southern economic progress; that it 
will stimulate other social scientists (not to men- 
tion humanists and philosophers) to bring to 
bear more fully and effectively the insights of 
their particular disciplines upon these vital mat- 
ters; and that it will help the intelligent Southern 
layman to perceive and to resolve in his own mind 
any inconsistencies between traditional values 
and the will to progress. 


Il. THE ECONOMIST AND THE PROBLEM OF VALUES 


Go put your creed into your deed, 
Nor speak with double tongue. 
—Ralph Waldo Emerson, Ode, Concord 


Having no professional obligations to separate 
values from analysis, the Southern Agrarians 
usually minced no words in arguing that the 
South could not industrialize and urbanize with- 
out destroying distinctly Southern traditions 
which they valued above all else. Hence, they did 


tradition, caste, race, poverty.’’ Cf. W. J. Cash’s 
strangely prophetic eulogy of Clarence Cason, 
whose suicide Cash attributed to fear of the 
fiercely hostile attitude which he knew would re- 
sult from his forthcoming book critical of the 
South. (W. J. Cash, The Mind of the South (Gar- 
den City, N. Y.: Doubleday & Co., 1956], p. 327. 
Copyright 1941 by Alfred A. Knopf, Inc.) 
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not hesitate to demand that Southerners ought to 
reject material progress and hold fast to the old 
traditions. As a social scientist, I must exercise 
more self-discipline. To be sure, I shall not be 
able to avoid making important value judgments. 
But, for this very reason, I am obligated to make 
explicit my own value premises, the most impor- 
tant of which may be stated as follows: (1) I 
favor the achievement of sufficient additional 
Southern economic progress to eliminate inter- 
regional differences in per-capita real incomes; (2) 
I believe that further industrial-urban develop- 
ment of the South is not only essential but that it 
inevitably means the destruction of many of the 
Southern traditions which your ancestors and 
mine held dear; and (3) forced thereby to make a 
choice, 1 prefer that the South seek further ma- 
terial progress even at the cost of abandoning 
these traditional values. Even so, as economist, 
I cannot appropriately say that Southerners ought 
to want higher per-capita real incomes or that 
they ought not give the non-economic elements of 
the Southern tradition a higher priority than 
material progress. Nor can I, as economist, say 
that those who would put the preservation of 
certain Southern traditions first are “wrong” and 
that I am “right,” since here we are in the extra- 
scientific realm of philosophy and ethics. Instead, 
as economist, I must state my problem in the 
following terms: if a majority of Southerners 
(here an unrepressed bias in favor of democracy 
remains) want as their foremost objective to 
achieve higher per-capita real incomes, what are 
the barriers to and means of attaining this social 
end? 

But why, some may ask, be such a purist? 
Didn’t the Agrarians demand that means be 
found to help “the little agrarian community 
resist the Chamber of Commerce of its county 
seat’’ and “to stop the advances of industrialism, 
or even undo some of them”’’?? Would more than 
a tiny minority of Southerners still accept such 
romantic, nostalgic, and even utopian views to- 
day? Isn’t it clear that the South’s rapid economic 
progress of recent decades has not only further 
weakened the hold of tradition but has become 
the primary social goal of most Southerners? 

In reply I must admit that until recently any 
re-examination of Southern Agrarianism would 
have looked like flogging a dead horse. However, 


7 By permission from Twelve Southerners, op 
cit., pp. XIX, XX. 
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the current crisis surrounding school desegrega- 
tion has revealed that, even though the old gray 
mare of Southern tradition “ain’t what she used 
to be,” she is still “alive and kicking.’”’ These 
more recent equine convulsions may represent 
either the death throes preparatory to Ashmore’s 
“Epitaph for Dixie” or the renaissance of the 
traditional Southern values which some latter- 
day sectionalists still demand. Lest we under- 
estimate the strength of tradition, however, let 
us recall Edwin Mims’ words of 1926. After hail- 
ing the South’s “remarkable industrial develop- 
ment, [and] an even more important and signifi- 
cant intellectual renascence,’’ Mims tempered his 
optimism with a comment that has a familiar 
ring today: 


The stage seems all set for wonderful progress; 
the obstacles seem to be removed; and then some- 
thing happens; there is a resurgence of the old 
reactionary spirit, policies, and ideas. And in some 
respects the South looks worse ... than it has 
looked at any time within the last decade or more.* 


In any case, whether one views the South’s cur- 
rent convulsions with hope or alarm, a diagnosis 
of the causes is vital to understanding why the 
South has lagged behind in economic develop- 
ment and why its further progress is fraught with 
extra-economic impediments. 

For this purpose, I find the Vanderbilt Agrari- 
ans more useful than their more moderate succes- 
sors.* To be sure, it is easy to give the Agrarians 
a place of prominence greater than they de- 
serve, since they were always a small voice, little 
heeded even in their own environs. However, 
because their views were both extreme and ex- 
plicit, the Vanderbilt group did place in bold 
relief important elements of the Southern tradi- 
tion. Being more literate and articulate than most 
Southerners of conservative persuasion, yet giv- 
ing their emotions free rein, this group’s views 
offer relatively faithful (if highly intellectualized) 
reflections of some of the more broadly held tra- 
ditional values which interest us here. Being 
innocent of social science, though hating the 
“sociologist” with a purple passion, they also 
offer an excellent example of (in Ashmore’s 

* By permission from Mims, op. cit., pp. vii and 
9. Cf. Howard W. Odum, op. cit., pp. 211-13. 

* For example, the Fourteen Southerners who 
contributed essays to Louis D. Rubin, Jr., and 
James Jackson Kilpatrick, Editors, The Lasting 


South (Chicago: Henry Regnery Co., 1957). Copy- 
right 1957 by Henry Regnery Company. 
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words) “the Southerner’s remarkable capacity 
for unreality, which still enables him to hold out 
against the logic of argument and of events.”’” 
Particularly were they unrealistic in choosing 
traditional values over material progress without 
considering the relative costs of the alternatives. 
While the social scientist cannot properly say 
which alternative Southerners should choose, it 
is within his special competence to indicate the 
nature and extent of the costs which Southerners 
must weigh if their choice is to be rational and 
well-informed. 

Less frequently, apparently seeking to broaden 
their appeal, the Vanderbilt Agrarians became 
even more unrealistic in implying that the preser- 
vation of Southern tradition was not inconsistent 
with achieving at least a modicum of material 
well being, although they carefully avoided saying 
for whom and for how many. Thus, in this more 
persuasive mood, John Crowe Ransom wrote: 
“The South must be industrialized—but to a 
certain extent only, in moderation .. . it will be 
fatal if the South should conceive it as her duty 
to be regenerated and get her spirit reborn with a 
totally different orientation toward life.’ Here, 
however, the Vanderbilt Agrarians offended less 
than some of their own successors or even their 
more recent antagonists. Repeatedly, one finds 
both of the latter groups saying in effect what 
Rubin recently wrote: “The South must find a 
way to control industrialism, to admit it only on 
the South’s own terms.’ To be sure, the very 


'® Quoted by permission from Harry 8. Ashmore, 
An Epitaph for Dizie (New York: Norton & Co., 
1957), p. 19. 

'! By permission from Twelve Southerners, op. 
cit., p. 22. In what was in many ways a sequel to 
ru Fake My Stand (Herbert Agar and Allen Tate, 
Editors, Who Owns America? |New York: Hough- 
ton Mifflin, 1936]), Ransom added with a touch of 
good humor (p. 190): ‘“‘The Agrarians have been 
rather belabored ... as denying bathtubs to the 
Southern rural population. But I believe that 
they are oy prepared to concede the bathtubs.”’ 
In the later book, however, the Agrarians appear 
to have conceded much more. Whereas the earlier 
book had been full of uncritical praise of essen- 
tially aristocratic values, strongly smacking of the 
big planter class, the later book presented a po- 
litical program whose hero was explicitly the small 
yeoman farmer, their views having meanwhile 
taken on strong overtones more congenial with 
the agrarian radicalism of the old Southern Popu- 
list movement. 

2 Quoted by permission from Rubin and Kil- 
patrick, op. ctt., p. 15; ef. Walter Sullivan (ibid., 
pp. 118-19), Ronald F. Howell (ibid., pp. 161-62) 


and James Jackson Kilpatrick (ibid., pp. 192-93). 
On the other side, cf. the similar views of Odum 
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lateness of the South’s economic development 
offers a real opportunity to avoid some of the 
excesses of Northern industrial-urban growth and, 
with proper foresight and planning, the South 
can still do so. But it is unrealistic to argue, as 
most lay writers (both conservative and progres- 
sive) have tended to do, that the South can some- 
how eat its cake and at least have bread too. 
Rather, the social scientist can appropriately 
insist that the South cannot have it both ways— 
that is, that fundamentally a choice between the 
values of agrarianism and industrialism (however 
painful and unpleasant it may be) must be made. 

So much said, I now turn to the heart of my 
analysis. What are the key elements in the dis- 
tinctively Southern tradition, way of life, and 
state of mind which have hampered economic 
progress? 


III. TRADITION AS A BARRIER TO PROGRESS 


... the South once took a great tradition and 
made it a hitching-post instead of a steppingstone. 
—Dykeman and Stokely, Neither Black Nor White 


In its recent advertisements, the Southern 
Company has declared: “The march has just 
begun! The last half of the twentieth century 
belongs to the South!” Whether or not such 
extravagant claims are possible of fulfilment is 
still unsettled. To the extent that the South still 
belongs to the nineteenth century, it must fail to 
make its full and wholly realizable claim to the 
twentieth. Hence, iet me attempt to summarize 
briefly here my analysis of those elements in the 
Southern tradition which have seriously impeded 
its economic progress. The list is long but can be 
classified for convenience into five principal cate- 
gories: (1) the dominance of agrarian values, (2) 
the rigidity of the social structure, (3) the un- 
democratic political structure, (4) the weakness 
of social responsibility, and (5) conformity of 
thought and behavior." 

First, what were the effects of the dominant 
agrarian values in the Southern heritage? Early 
American tradition combined the philosophy of 


(op. cit., pp. 22, 55-57, 225-29), Cash (op. cit., pp. 


197-99, 243-45, 383), and James McBride Dabbs 
(The Southern Heritage, New York: Alfred A. 
Knopf, 1958, p. 169 et seq.). 

18 Each of these categories is treated in detail 
as a separate chapter of my book, Southern Tra- 
dition and Regional Economic Progress (Chapel 
Hill, N. C.: Univ. of North Carolina Press, 1960), 
Chs. 2-6. 
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agrarianism with a strong spirit of progress. The 
South embraced agrarianism but, given its bur- 
geoning system of slavery and plantation, lost 
interest in progress even with reference to agri- 
culture. Increasingly, in ante-bellum days, the 
South’s dominant agrarianism took the form of a 
positive antagonism toward industrial-urban de- 
velopment as an inferior way of life. With defeat 
and Reconstruction, the South's agrarian philoso- 
phy first came into serious question but the 
region’s frenzied efforts to industralize produced 
only modest results, so that the traditional 
agrarian values were ultimately reinforced and 
largely restored to a position of dominance. As a 
consequence, agrarianism impeded balanced and 
broadly-based regional economic progress in the 
following ways: (1) /t created an agrarian-oriented 
scale of social prestige, which has directed a dis- 
proportionate share of the South’s indigenous 
capital into agricultural rather than business 
assets and too much of its superior human talent 
into non-business fields. (2) /t insulated the large 
planter from competing economic forces, which 
otherwise might have weakened his excessive 
social, political, and economic hold upon his local 
community. (3) /t perpetuated a strong love of the 
land and outdoor life, which has discouraged hu- 
man mobility and created a belief that South- 
erners are unsuited for the discipline of the factory 
system. (4) It made a tradition of leisure, which 
has discouraged economic enterprise on the part 
of the wealthy class and has produced, and even 
given sanction to, laziness and lassitude on the 
part of poor whites and Negroes. 

Second, what were the effects of the South’s 
rigid social structure? The Revolution largely 
ended the tendency in America to take over the 
British system of large landholdings and a socio- 
politically dominant landed aristocracy. How- 
ever, the British pattern, already firmly estab- 
lished in the Southern Tidewater in colonial 
days, became the model for a new planter aris- 
tocracy which waxed fat on the rich new combina- 
tion of cotton, slavery, and plantation after 1800. 
The consequence was an environment unusually 
favorable to the perpetuation of a carefully strati- 
fied rural society in which first the Negro, and 
later the typical white, had his place. Whereas 
the rest of the United States largely rejected the 
“aristocratic ideal’ derived from England, the 
South took it over as a major element in its value 
system. As in England, the new Southern aris- 
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tocracy at its best accepted noblesse oblige, which 
made the social system sufficiently attractive to 
win rather general acceptance by the masses of 
yeoman farmers and poor whites. 

However, the net effects of this rural social 
structure on regional economic progress were dis- 
tinctly unfavorable for the following reasons: (1) 
The “aristocratic ideal” was seriously corrupted 
through its association with the positive defense 
of slavery before the War and with “white su- 
premacy” after the War. (2) The spirit of extreme 
individualism became increasingly dominant over 
noblesse oblige, so that the aristocrat increasingly 
held that his less fortunate neighbors were wholly 
responsible for themselves rather than being 
either his responsibility or a product of the social 
system. (3) There was an abnormal subordination 
of the Southern rural middle class, which was un- 
able to contribute nearly as much to the demo- 
cratization and economic development of its 
region as did its counterpart in the other Amer- 
ican regions. (4) The South took on a backward- 
looking, pessimistic, and static outlook which was 
the natural product of its status society as the 
region emerged from the ordeal of military defeat. 
(5) The South’s upper classes came to accept as 
normal and inevitable socio-economic arrangements 
based on a disproportionate number of low-income 
people, arrangements made tolerable to lower- 
income rural whites by a social structure which 
at least clearly supported their claims to superi- 
ority over the Negro race. (6) The relatively rigid, 
rural social substructure gave little ground before 
the development of Southern cities which, despite 
their more fluid social substructures and their 
growing urban middle classes, were handicapped 
by inadequate growth rates and a discriminatory 
political structure. 

Third, what of the effects of the South’s un- 
democratic political structure? Early interregional 
conflicts of economic interests over the tariff and 
slavery formed the political basis for the South’s 
sectionalism and ultimately civil war. During 
this period, a relatively small minority of large 
slaveholders were not only able to persuade most 
of their white neighbors to take up arms in de- 
fense of slavery but also succeeded in defeating 
the threat of post-bellum agrarian radicalism by 
raising the battle-cry of white supremacy. The 
consequence was a monolithic political structure, 
based on the overriding end of maintaining white 
supremacy whatever the cost, which has seriously 
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impeded regional economic progress in the fol- 
lowing ways: (1) Jt embodied a blind sectionalism 
which has encouraged the trend toward coercive 
federalism, instead of a healthy federalism under 
which the nation’s resources might be used to 
promote greater regional balance in economic de- 
velopment. (2) Jt embraced a negative and de- 
fensive states’-rights doctrine which, being too 
narrowly based on considerations of race, has 
offered a serious political impediment to much- 
needed Federal grants-in-aid to the low-income 
South. (3) Jt was based upon a narrow electorate, 
reflecting not only restrictions on the suffrage of 
most Negroes and many whites but also low 
voter-participation rates attributable to a one- 
party system and the generally low educational 
and income status of much of the citizenry. (4) 
Consequently, it gave a disproportionate political 
influence to black-belt whites relative to Negroes 
and low-income rural whites. (5) /t insulated rural 
political leaders from the political counterforces of 
Southern industrial-urban development, because of 
the general failure of legislatures to reapportion 
legislative districts in response to radical rural- 
urban population shifts. (6) /t perpetuated political 
control by a coalition of economic conservatives and 
racial extremists, who continue to use racial an- 
tagonism as a means of maintaining the status 
quo against the liberalizing influences of the new 
social forces abroad in the South. 

Fourth, what were the effects of the weakness 
of social responsibility in the Southern tradition, 
particularly as reflected in inadequate support for 
public-school education? Even before the Civil 
War, the development of public-school systems in 
the South was severely handicapped by the pref- 
erence of the dominant planter class for private 
schools and the general view that public schools 
were “schools for paupers.’’ While Reconstruc- 
tion brought a partial social revolution which for 
the first time established a sound basis for the 
public financing of common school systems in the 
South, the indifference or even antagonism of the 
dominant socio-economic class seriously inhibited 
the general advancement of public education. At 
the same time, this same dominant class has 
allowed its self-interest in perpetuating a cheap 
labor supply to override any feeling of general 
social responsibility for the economic develop- 
ment of the local community. 

This weakness of social responsibility on the 
part of the South’s traditional socio-political 
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leadership has been a formidable barrier to re- 
gional economic progress in several ways: (1) 
It has kept the masses of Southern people, white and 
Negro, in relative ignorance in a world in which 
knowledge and skills are increasingly the key to 
both personal and social betterment. (2) /t has 
led responsible political leaders to propose abolition 
of public schools as a solution to the school-inte- 
gration controversy, without regard for the edu- 
cational needs of the vast majority of their people 
or for the effects on concurrent industrialization 
campaigns. (3) /t has caused large planters and the 
managers of local low-wage industries to oppose 
measures to facilitate out-migration and local indus- 
trialization, despite the general community in- 
terest in such developments. (4) /t has encouraged 
a continued belief that the South's low-income people 
are poor because they are innately inferior, rational- 
izing 4 policy of inaction toward the improvement 
of schools and other public services and the at- 
tainment of a more efficient and equitable social 
and economic organization. (5) /t has resulted in 
too easy an approval of the recent high out-migration 
rates by Southern Negroes, which, while undoubt- 
edly contributing to an easing of racial tensions, 
must increasingly represent a substantial social 
loss—in terms of potential industrial labor force 
and prior public educational investments—to the 
states from which they migrate. 

Finally, what were the effects of the Southern 
tradition of conformity of thought and behavior? 
The South’s extreme cultural and ethnic homo- 
geneity was transformed into strait-jacket con- 
formity and intolerance of dissent, first by inter- 
sectional rivalry before the Civil War, and later 
by solidification against the vindictive forces of 
the Reconstruction period. Thus, in rejecting 
Yankee thought and the Yankee mind, South- 
erners closed their minds on every other impor- 
tant social doctrine as well. The results were a 
general intolerance of intellectualism, an accept- 
ance of violence as an ultimate weapon against 
nonconformity and dissent, and a corruption of 
higher education as it too increasingly repudiated 
innovation and novelty in thought and _ be- 
havior. In all these respects, the Southern tradi- 
tion of conformity has been a serious handicap to 
regional economic progress: (1) Jt created an en- 
vironment hostile to the use of intellectual processes 
as a means to technological and social innovation 
and advancement, with consequent intellectual 
stagnation and the draining off of the South’s 
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best intellectual and industrial talent into other 
regions. (2) Jt gave public acceptance of, and often 
official sanction to, the use of violence as a means of 
enforcing conformity, even though an atmosphere 
of law and order is a fundamental condition for 
attracting industrial plants from other regions. 
(3) It seriously threatened both the academic free- 
dom and the public-school base which are so vital 
to the development of great Southern universities, 
and without which the South cannot attract and 
hold superior faculties, develop its own indigenous 
industrial and intellectual leaders, or provide the 
research and training facilities which are a pre- 
requisite for sound and broadly-based industriali- 
zation of the South. 

Earlier in this address, I asserted that the 
South must choose between Tradition and 
Progress. It must choose because, as the above 
summation makes abundantly clear, Southern 
tradition has essential elements—its value sys- 
tem, its social and political structure, its weakness 
of social responsibility, its intolerance of non- 
conformity and the intellectual process—which 
are irreconcilably at war with regional economic 
progress. 


IV. THE INEVITABLE CHOICE: TRADITION 
OR PROGRESS 


Superfluous branches 
We lop away that bearing branches may live. 
Shakespeare, King Richard II 


At the very outset of my essay, I stated that 
the major problem which would concern me here 
was the following: Jf a majority of Southerners 
want as their foremost objective to achieve higher 
per-capita incomes, what are the barriers to and 
means of attaining this social end? 

But is this in fact what a Southern majority 
wants? I don’t know; but Southern politicians, 
whose job it is to assess majority opinions, ought 
to know. Like their constituents, however, most 
politicians are confused. Certainly there is con- 
siderable evidence that Southerners do want more 
industrialization, which most economists agree is 
the factor essential to further progress. But few 
Southerners have yet faced up to the question as 
to whether they want industrialization badly 
enough to give up firmly held Southern tradi- 
tions which are inconsistent with it. And fewer 
politicians have yet had the foresight or the 
courage to make clear to their constituents that 
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a fundamental choice between Southern economic 
development and cherished traditions must be 
made. 

Senator Fulbright of Arkansas recently ex- 
tolled the goal of regional economic development 
in the following words: 


The South is no longer the nation’s No. 1 eco- 
nomic problem; it is now the nation’s new eco- 
nomic frontier. The level of economic development 
in the Soyth is still considerably below that of the 
rest of the nation. However, we no longer view 
our difficulties as a national problem, but as a 
challenge to ourselves; a challenge to develop our 
potentials to reach the national level of economic 
development so that the people of the South may 
share fully in the American standard of living." 


Yet Senator Fulbright has had to tread very 
lightly on the matters of tradition raised by the 
school integration issue in his state, where he 
faces the fact of Rep. Brooks Hays’ defeat and the 
threat of Gov. Faubus as a potential rival for his 
Senate seat. On the other hand, the full costs to 
Arkansas of the Faubus fiasco are gradually com- 
ing to light. 

Therefore, if most Southern states today stand 
at the crossroads between Tradition and Progress, 
their choice may be the wiser because of the in- 
creasingly strong evidence that Arkansas took the 
wrong turn. While the atmosphere is still murky, 
it appears that in Tennessee and North Carolina, 
and probably in Florida and Virginia as well, 
moderate political leadership has now recognized 
the necessity of choosing between Tradition and 
Progress and has firmly chosen Progress. On the 
other hand, most political leaders in the Deep 
South appear to have chosen Tradition—a choice 
epitomized by the vow of Gov. Vandiver of 
Georgia that “There will be no mixing in the 
class rooms come hell or high water’’—although 
they may still be under the false illusion that 
Tradition and Progress are not irreconcilable. 
That the two goals are in fact irreconcilable has 
been well expressed by Ralph McGill when he 
wrote that Souther leaders “seeking new enter- 
prises never saw themselves as carriers of the 
virus which was to destroy the status quo in their 
towns .. .—and also, therefore, the old ‘way of 
life in the South’. . . . They sought with a kind of 
desperation to maintain the status quo—all the 

_— in Wilma Dykeman and James Stok- 
ely, Neither Black Nor White (New York: Rine- 
hart, 1957), p. 322. 
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while laboring to bring new industries and pay- 
rolls which could only accelerate the change.’’* 

Thus, the South has been choosing Progress 
over Tradition almost in spite of itself and has 
done it so gradually as to be largely unaware of 
what was happening. However, Progress by drift 
is at best bound to be slow enough and, unless the 
South faces the conflicts between Tradition and 
Progress squarely and realistically, its stubborn 
and recently intensified adherence to Tradition 
may well slow Progress to a snail’s pace at the 
very time when its rapid acceleration might 
normally have been expected. 

If any single generalization emerges from our 
analysis of Southern tradition, viewed from what- 
ever angle, it is that the race issue dominates all 
other elements of the picture. While the Negro 
was physically emancipated from the Southern 
white in 1862, the psychological emancipation of 
the Southern white from the Negro is yet to be 
achieved a century later. As Jonathan Daniels 
recently put it, “The whites have sometimes 
seemed to carry segregation to the point of insist- 
ing upon carrying the Negro as a load.’’* Yet, as 
a low-income region, the South is peculiarly ill- 
equipped to carry this self-imposed load, which 
has so heavily drained off the region’s energies 
from the constructive channels leading to eco- 
nomic progress. Thus, I do not believe that Key 
has exaggerated in concluding his Southern Politics 
with the following final words: “. . . until greater 
emancipation of the white from the Negro is 
achieved, the southern political and economic sys- 
tem will labor under formidable handicaps. The 
race issue broadly defined must thus be con- 
sidered as the number one problem on the south- 
ern agenda. Lacking a solution for it, all else 
fails.”’” 

While one might easily despair about finding 
such a solution in the present disturbed Southern 
scene, I believe that it can and will be done. As 
solid as the race-oriented traditions of the South 
appear to be, they are being steadily weakened by 
the much more solid economic progress that the 
South has already made and, with patient and 
wise leadership, will continue to make. Since so 
much of the South’s traditional race antagonism 
has had its roots in community-wide rural 
poverty, the key to its solution clearly lies in the 

16 in ibid., pp. 332-33. 
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additional industrial-urban development by 
which such poverty can be largely eliminated. 

With Southern urbanization, more and more 
Negroes (and poor whites) are able to escape to 
an environment which, despite all of its limita- 
tions, offers far less formidable obstacles to polit- 
ical participation and economic advancement. As 
the late President of Fisk University, Charles S. 
Johnson, put it: “We cannot escape the fact that 
the Negro minority market alone, even when held 
down by unequal opportunity and limited educa- 
tion to one half its potential, is equal to the total 
(national income) of Canada or to our total for- 
eign exports.’”® 

Furthermore, as Dabbs has so wisely observed: 


As [the Negro] gains economic power, he moves 
toward equality in economic relations. He is al- 
ready equal in a detail of our financial life: at the 
bank counter he is plain Joe Doe. He is rapidly 
becoming an equal in the world of merchandising: 
all folding money is green. As he gains the ballot, 
he will become a political equal. As he gains legal 
support, he moves toward equality in civil rela- 
tions. .. . And now, as the Negro gains equality, 
he will tend to accept himself as an equal, and this 
will put added pressure on the white man to accept 
him. For to some degree we accept every man’s 
evaluation of himself.'* 


Similarly, Key has pointed to important fac- 
tors altering the central place of the Negro in 
Southern politics, including the heavy outmigra- 
tion of Negroes from the plantation areas, the 
increasing organization of urban labor in the 
South, and the increasing fellow-feeling of South- 
ern industrial and financial interests with northern 
Republicanism. He particularly emphasizes the 
effects of Negro migration to Southern cities, 
arguing that ‘‘1e movement of Southern Negroes 
to Houston, Atlanta, and Birmingham “has 
somewhat the same political effect as [their] 
movement to points outside the South.” To be 
sure, the moderating and liberalizing influences 
of Southern urbanization on race relations have 
been held in check by widespread gerrymander- 
ing against urban centers and by the dominance 
of the plantation counties in the conservative 
wing of the Southern Democratic Party.” 


4 Quoted in Dykeman and Stokely, op. cit., p. 


9 Reprinted by permission from Dabbs, 7. cit., 
n 


p. 163-64. Copyright 1958 by Alfred A. opf, 
ne. 


20 Key, op. cit., pp. 669-70, 672-74. 
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Furthermore, the thousands of low-income rural 
whites moving into Southern cities do not leave 
their race prejudices and hatreds behind. Even so, 
as ways are found for the Southern cities to throw 
off the tyrannical rule of rural minorities, and as 
these cities accelerate their industrial develop- 
ment sufficiently to remove the feeling of eco- 
nomic insecurity among their vast new white 
wage-earning classes, a gradual improvement in 
urban race relations appears highly probable. 
Thus, if they are left to their own resources and 
given that local autonomy without which the 
states’-rights doctrine is hypocritical and empty, 
the South’s cities can ameliorate the race problem 
as its semi-feudalistic rural areas as yet cannot. 
The difference between the South’s primitive 
rural folk society and its modern industrial-urban 
society are profound. In the South’s traditional 
folk society, laws do follow customs, whereas, in 
the South’s rapidly growing industrial society, 
“custom is becoming less important and law more 
important.”” Increasingly, in Dabbs’ words, 
“Daily, abstract justice is of more concern, con- 
crete habits of less. The demand that the South 
change, perhaps rather sharply, its customs is 
simply the demand that it act in the fashion of 
the industrial society to which it aspires and 
which it is rapidly becoming.”’ Thus, in the 
process of its industrial-urban development, the 
South is at last learning “how men may live 
generously and easily without oppressing the 
laboring class; . . . indeed, [how] the entire society 
can advance only as all its members, its [white 
and Negro] laborers included, advance also.”’ In 
doing so, the South is finally “substituting an 
etiquette of equality for one of inequality.”’™ 


Vv. THE NEED FOR WISE LEADERSHIP 


There is a tide in the affairs of men, 

Which, taken at the flood, leads on to fortune; 

Omitted, all the voyage of their life 

Is bound in shallows and in miseries. 
—Shakespeare, Julius Caesar 


While the industrial-urban development of the 
South has already contributed much to removing 
the heavy load of history from its tired old back, 
the danger remains that another round of dema- 
gogues may yet have their day. If Southern polit- 
ical leadership allows the closing of its hard-won 
and priceless public-school systems, the break- 


*! By permission from Dabbs, op. cit., pp. 162- 
63, 179. 
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down of law and order and freedom of discussion, 
the continued virtual disenfranchisement of its 
more moderate and liberal urban sector, and the 
destruction of its rising state universities, South- 
ern economic development for whites and Negroes 
alike can easily be set back by half a century. As 
the contrasting experiences of North Carolina 
and Arkansas make painfully clear, the directions 
set by state leadership are of paramount impor- 
tance. How much better for the South if its social, 
economic, and political leaders would heed the 
voices of its great native sons of the past! 

Thus, Thomas Jefferson wrote a friend in 1786: 
“Preach, my dear Sir, a crusade against ig- 
norance; establish and improve the law for edu- 
cating the common people. Let our countrymen 
know that... the tax which will be paid for this 
purpose, is not more than the thousandth part of 
what will be paid... if we leave the people in 
ignorance.” A century later, unembittered by 
defeat, Robert E. Lee not only demanded “the 
thorough education of all classes of [Southern] 
people,” but stated that the great aim of every 
Southerner should be to unite in “the allayment 
of passion, the dissipation of prejudice, and the 
restoration of reason.” “Abandon all these local 
animosities,”’ he exhorted, “and make your sons 
Americans.” Woodrow Wilson wrote in a similar 
spirit: “Any man who revives the issue of sec- 
tionalism in this country, is unworthy of the 
government of the nation; he shows himself a 
provincial; he shows that he himself does not 
know the various sections of his own country; he 
shows that he has shut his heart up in a little 
province and that those who do not see the 
special interests of that province are to him sec- 
tional, while he alone is national. That is the 
depth of unpatriotic feeling.” Jefferson, Lee, 
Wilson—these are the great and immortal voices 
of that South which is eternally worth preserving! 
Judged against such giants among men, the 
South’s Tillmans, Bilbos, Faubuses, and Griffins 
are seen for the pygmies they really are. 

Unless the South is again willing to secede from 
the Union—and no one really believes that it is— 
it is high time that the region faced up to its obli- 
gations as an integral part of the Union. Gov. 
Leroy Collins of Florida clearly did so in a recent 


2 Jefferson's letter of August 13, 1786, to George 
Wythe; Lee as quoted in Mims, op. eit., pp. 4-5; 
Wilson as quoted in Odum, op. cit., p. 257. Wilson's 
criticism of provincialism, it should be noted, 
need not be limited to Southerners. 
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statement: “Talking ... in terms of realities, we 
should recognize the United States Supreme 
Court decision can only be changed by the court, 
itself, or by a constitutional amendment declaring 
racial segregation in public schools permissible. 
And no one seriously expects that either of these 
things will happen.’** While Southerners have 
always had a remarkable capacity for unreality, 
this reality they must somehow bring themselves 
to face and face squarely. This is admittedly ask- 
ing a lot for, as Louis D. Rubin, Jr., recently 
wrote in a somewhat different context: 


Working against a successful outcome is that 
characteristic ingrained in Southern life ...— 
the willingness to ignore practical problems re- 
quiring common effort, planning and foresight, in 
favor of a concentration on personal inner satis- 
factions alone. The Southerner is ... tempera- 
mentally opposed to the kind of necessarily ab- 
stract analysis that would permit him to work out 
a long range solution.... [Nonetheless, the 
South] must do what it has never done before— 
sit down and think out its course, prepare for the 
future without waiting until the next crises is 
upon it.... [Such behavior] is also most un- 
Southern ... {but the South] must rise to the 
occasion.** 


If the South could at last take such a fresh, 
honest, and hardheaded look at the race problem, 
the gains which would accrue to the region would 
extend far beyond matters of race. For race has 
so shackled the Southern mind that it has been 
incapable of accepting social responsibility for the 
general welfare or of organizing common efforts 
for common benefit in other important directions 
as well. To be sure, there is indeed a danger that 
the South, “in accepting the new, the urban, the 
industrial, [will] wantonly ...discard the old 
[which] would quickly make the South a second- 
rate North at best, with all moorings gone.’’** 
However, with proper foresight and constructive 
planning, the South’s industrial-urban develop- 
ment need not take such an unhappy turn. As 
Polk recently wrote, “...the South is being 
industralized at a time when industry has at- 

* Quoted in New South, December 1958, p. 15. 

* By permission from Rubin and Kilpatrick, 
op. cit., p. 15 

28 By permission from Ellington White in ibid., 
p. 162. Cf. Dabbs’ similar good-humored warning 
(p. 179) that ‘“Industrialism is the one abstraction 
we're buying now, lock, stock, and barrel. We'll 
have to be on our toes to keep it from making 
Yankees of us all.”’ 
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tained not only a new efficiency but a new sense 
of social responsibility, and when city planning is 
a technique by which cities, instead of degenerat- 
ing into blighted areas and slums, can grow in 
convenience, comfort, and beauty as well as 
size.’”?* 

Thus, with effective and constructive leader- 
ship, it is wholly possible that “the last half of 
the twentieth century belongs to the South!” 
Unfortunately, however, an adequate supply of 
such leadership has not been forthcoming. The 
plain fact is that the Southern social and political 
structure has maintained the form, while losing 
the ameliorative socially-responsible substance, 
of an aristocratic system. Thus, the South’s 
privileged classes have largely abdicated their 
positions of leadership, while leaving the masses 
inadequately prepared educationally and eco- 
nomically to provide effective leadership of their 
own through more democratic channels. 

While there is a great need for democratizing 
the Southern political structure, it is too slow a 
process to fill immediately the vacuum of leader- 
ship in these current troubled times. Hence, it is 
the South’s citizens who presently occupy high 
social, economic, and political positions that must 


fill the gap in the meantime. If they are to do so, 
must relearn some of the long-forgotten 
aristocratic principles of the Old South at its 


they 


best—“‘sacrifice and obligation and a concern for 
the welfare of others.” Or, in Dabbs’ challeng- 
ing words: “As leaders of society, they should be 
able to see that at long last their society is chang- 
ing and that it’s their job to lead it. The leaders 
of the Old South were not afraid to stand upon 
The leaders of the New might do 


their own feet 
well to be more truly traditional than they are. 

Thus far, I have directed my criticisms of a 
failure of constructive leadership against such 
broad and admittedly ill-defined groups as the 
South’s “upper class,” “privileged class,”’ and so 
on. Even if they agree with me, most Southern 
economists probably do not identify themselves 
with such groups enough to have personal twinges 
of conscience about their own inadequate role in 
these important matters. Yet, as part of the 
South’s small but growing intellectual elite, we 
Southern economists are members of the region’s 
"26 William T. Polk, Southern Accent: From Uncle 
Remus to Oak Ridge (New York: Wm. Morrow & 
Co., 1953), p. 253 

7 By permission from Robert Hazel in Rubin 
and Kilpatrick, op. cit., p. 170. 

* By permission from Dabbs, op. cit., pp. 119-20. 
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“privileged class” and opinion leadership—by 
training if not by wealth or family position. As 
such, have we not also shirked our own obliga- 
tions as social scientists and citizens? Cash has 
observed that, in Southern universities during the 
early part of the present century, the field of 
economics advanced even more slowly than did 
the field of history. “Adam Smith still was gen- 
erally presented as having the same absolute 
validity as Isaac Newton. And the teaching of 
[economics] was mainly in the hands of dull men 
who carefully avoided examining the current 
scene in the South itself.’* Certainly, our pro- 
fession in the South can no longer be so charged 
with being outside of the mainstream of American 
(and Western) economic thought. But haven’t 
we found it too easy to leave it to our more 
courageous colleagues in sociology the analysis of 
the most important and controversial social issues 
of today, most of which have enormous economic 
implications? 

I believe that we have. In his recent review of 
Becker’s book, The Economics of Discrimination, 
Donald Dewey of Duke University was un- 
doubtedly right in his melancholy observation 
that “apparently, economists in the South must 
still look to Chicago for pioneer work on the 
region’s important problem.’*° While our prin- 
cipal professional obligation is sound and objec- 
tive economic analysis of (among other things) 
problems of regional economic development, such 
analyses can hardly be adequate or realistic if 
they ignore the direct economic effects of race and 
other non-economic factors. Nor can we afford to 
hide such broader analyses, once made, under a 
bushel simply because life will be more comfort- 
able if we do. While, as economists, we cannot 
say that the South should choose Tradition over 
Progress, I believe that we have a firm obligation 
to use our analytical tools to make clear to the 
Southern public the inconsistencies in trying to 
achieve both objectives at once.” 

* Cash, op. cit., p. 323. 

3° Southern Economic Journal, Vol. 24, 1958, p. 
496. Professor Dewey has been virtually the _ 
white economist in any Southern university to 
devote a substantial amount of research to the 
economic aspects of race. 

*! Professor Lorin A. Thompson of the Univer- 
sity of Virginia deserves a favorable citation here. 
His recent economic analysis of Virginia's public- 
school crisis was not only comprehensive and 
sound but was courageous and influential as well. 
(‘Some Economic Aspects of Virginia's Current 
Educational Crises,’ Charlottesville, undated, 
processed. ) 
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What I have said of the obligations of the 
Southern economist apply with almost equal 
force to other Southern social scientists and uni- 
versity professors, not to mention the important 
business and professional leaders who are the 
products of Southern university education. Col- 
lectively, we are the South’s “intellectual aris- 
tocracy” or the South has none. Furthermore, 
quite apart from our professiona! or leadership 
obligations, we of this “intellectual aristoc 
have vital duties to perform as enlightened citi- 
zens and as men of flesh-and-blood and moral 
convictions.” Whether native sons or ex- Yankees, 


.... “In closing this paper, I should perhaps make 

€xplicit the extent te which, quite apart from the 
lessons of social science, my own maturing inter- 

retation and application of Christian teachings 
ne influenced my attitudes toward race rela- 
tions. I have been forced to conclude that, quite 
apart from their economic and social aspects, 
traditional Southern racial attitudes inescapably 
have a moral aspect as well. That so few of my 
co-religionists in the South seem to see this moral 
issue never ceases to discourage and amaze me. 
It is a paradox that the South, which by every 
objective standard is the most religious region in 
America, could be so blind to the practical impli- 
cations of Christianity. Somehow, the Southern 
religious tradition has never progressed from the 
Old Testament’s God of Wrath to the New Testa- 
ment’s God of Love and Brotherhood, nor from 
an ethereal concern for the other world to a con 
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we are now Southerners by choice rather than 
necessity. There is something pleasant and pre- 
cious about the Southern “way of life’”’ which we 
like or we wouldn’t be here. But like all ways of 
life, the Southern way is not perfect. If, against 
one of the South’s least fortunate traditions, we 
are permitted to express even unpopular ideas 
freely and can feel hope for the South’s economic 
future, most of us want to stay. But if we do, it 

rill be because, in Walter Hines Page’s striking 


we may sure 
never was.” 


crete moral concern for social injustice in the 
here-and-now. Thus, in my view, Southern religi- 
ous views have been hopelessly schizophrenic and 
outrageously self-righteous. 

On the race issue, it is the South’s moral leader- 
se which has been found most wanting, particu- 
larly in terms of what might be most reasonable 
to expect. For every Brooks Hays, there have been 
a hundred lay leaders of the Southern church who 
have remained silent or worse. For every minister 
of the Gospel who has, individually or collectively, 
spoken out, there have been scores who have fol- 
lowed rather than led their flocks. To me, the 
importance of religion has been one of the finest 
elements in the Southern tradition. But, if we are 
not to make a mockery of this grand religious 
heritage, can we Southerners any longer refuse to 
carry it to its logical and spiritual conclusion? 
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“COST INFLATION” VERSUS “DEMAND INFLATION”: 
A USEFUL DISTINCTION ?* 
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Princeton University 


A distinguishing characteristic of much recent 
thinking and writing in the general area of price 
behavior has been the rapid proliferation of in- 
flation “types.” It is no longer fashionable to 
speak simply of “inflation”; instead, one must 
specify whether he means “cost inflation, ” “de- 
mand “ts i 
“wage inflation, ” “money inflation,” “structura 
inflation,” “log-rolling \nflation,” “buyers’ infla- 
tion,” “‘sellers’ inflation,” “mark-up inflation,” 
“administered-price inflation,” and so on. 

This unmistakable—and undeniably signifi- 
cant—trend in linguistic fashions suggests a 
number of interesting questions, the most basic 
being: why do we need all these distinctions and 
what contribution do they make to the formula- 
tion of public policy? The purpose of this paper is 
to shed some light on this broad question by 
analyzing the usefulness of the most popular 
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single dichotomy—namely, the distinction be- 


tween “cost inflation’ and “demand inflation.’” 
The decision to concentrate on this one species of 
the inflation typology fever is based on the con- 
viction that to analyze all of the above inflation 
types individually would: (a) be an almost endless 
task; and (b) involve considerable repetition and 
hair-splitting. 


* This article stems from a much broader study 
titled The Wage-Price Issue: A Theoretical Analy- 
sis (to be published by the Princeton University 
Press in February, 1960). The entire project has 
been financed by the Ford Foundation and the In- 
dustrial Relations Section of Princeton Univer- 
sity. Mr. William J. Baumol and Mr. Jack Melitz 
made many helpful comments on an earlier draft 
of this particular paper. 

! This distinction was first popularized by Pro- 
fessors Hart and Brown, who emphasized that in- 
flation is a two-sided process, resulting partly 
from the upward “‘pull’’ of demand on prices and 
carey from the “‘push”’ of increasing costs. See 
Albert G. Hart and E. Cary Brown, Financing 
Defense (New York: Twentieth Century Fund, 
1951), p. 6; and Albert G. Hart, Defense W ithout 
Inflation (New York: The Twentieth Century 
Fund, 1951), pp. 59-71. For a statement illustrat- 
ing the world-wide acceptance of this dichotomy 
which seems to exist today, see Valentin F. Wag- 
ner, “Wage Policy and Full Employment,”’ in 
John T. Dunlop (ed.), The Theory of Wage Deter- 
mination (London: Macmillan & Co., 1957), p. 89. 


The general thesis to be developed in the fol- 
lowing pages can be summarized rather suc- 
cinctly. The first main point to be made is that 
the usual distinctions between “cost inflation” 
and “demand inflation” are not useful as a tool of 
public policy formation. The reasoning behind 
this conclusion constitutes the subject-matter of 

“ or. In brief, the argument is 
simply that the usual de 
tion” and “demand inflation” do not permit us “a 
test for the existence of either of these phenomena. 
Consequently, it is impossible—even concep- 
tually—to fit any particular inflationary episode 
into one or the other of these pigeon holes. 

The second main point to be made is that, in 
spite of these difficulties, there is an important 
public policy implication to be gleaned from the 
inflation typology literature. Section II of this 
paper is devoted to highlighting this contribution 
by suggesting an alternative way in which the 
inspiration behind the “cost inflation” versus 
“demand inflation” dichotomy can be translated 
into a serviceable public policy instrument. 

Before turning to these two major points there 
is, however, one preliminary matter which re- 
quires brief attention. In order to appraise the 
“cost inflation’ versus ‘demand inflation’ 
dichotomy it is first necessary to make a few 
comments concerning the meaning of the un- 
modified word “inflation.”” Anyone who thinks 
that the definition of this term is clear and un- 
ambiguous is invited to try a simple experiment— 
interrogate a group of people possessing at least 
some general interest in economics and then note 
the diversity of their replies. And, this lack of 
consensus is by no means restricted to the “un- 
trained.”’ Even in the technical writings of econo- 
mists there is a surprising lack of unanimity, and 
much resulting confusion. As Bach has quite 
aptly pointed out: “One reason why arguments 
about inflation so often get nowhere except 
around in a circle is that the disputants so often 
fail to define the term... .””? 

?G. L. Bach, Inflation: A Study in Economics, 


Ethics, and Politics (Providence: Brown Univer- 
sity Press, 1958), p. 6. 


199 


a 
roe 
bes 
- the 
4 
= 


200 


It is, of course, naive to expect every term to 
have an unequivocal meaning and pointless to 
debate the “rightness” or “wrongness” of al- 
ternative definitions. Nonetheless, it is absolutely 
essential that whatever meaning is assigned such 
an important concept as inflation be both care- 
fully chosen and clearly stated. After all, the defi- 
nition chosen can determine final answers to im- 
portant questions. 

The particular relevance of this point for the 
subject under discussion here is well illustrated by 
a statement made by W. C. Mullendore: 


We cannot answer the question of whether wage 
raises cause inflation until we know what infla- 
tion is. Inflation, in my book, is an increase in the 
supply of the media of exchange, money and bank 
deposits, brought about through the perversion 
of the power of issue and through misuse and 
abuse of credit.* 


In the light of this definition, it is certainly no 
surprise when Mullendore concludes: “Inflation’s 
source is not the bargaining table.’’* It is clear 
that if Mullendore’s definition were adopted 
there would be no possible point in trying to dis- 
tinguish between “cost inflation” and “demand 
inflation” since his definition in effect specifies 
that the source of all “inflation” is invariably 
the monetary authorities. However, this way of 
disposing of the “cost inflation” versus “demand 
inflation’ dichotomy resembles a sleight-of-hand 
operation much too closely—after all, the pro- 
ponents of the various inflation typologies do not 
normally think of inflation in these terms—and 
is certainly not advocated here. 

For the purposes of this paper, it seems most 
sensible to simply define “inflation” as a time of 
generally rising product prices. The degree of 
inflation can then be measured by some composite 
statistic such as the Consumer Price Index. The 
main advantages of this definition are: (1) it is 
simple and unequivocal; (2) it is in accord with 
common usage;* (3) it is sufficiently non-restric- 
tive to permit modification by appropriate adjec- 

*W.C. Mullendore, ‘‘Are Wages Inflationary?— 
ql,” Management Record, August 1957, XIX, p. 


* See, for example: P. A. Samuelson, Economics: 
An Introductory Analysis, 4th ed. (New York: 
McGraw-Hill, 1958), p. 268; G. L. Bach, op. cit., 
p. 6; and L. V. Chandler, The Economics of Money 
and Banking, rev. ed. (New York: Harper & 
Brothers, 1953), pp. 130ff. 
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tives such as “creeping” or “galloping” if one 
wishes to distinguish amongst rates of price 
increase; and (4) it leaves the all-important ques- 
tion of what “causes” inflation open. 


I. SOME CONCEPTUAL DIFFICULTIES WITH THE 
“COST INFLATION” VERSUS “DEMAND 
INFLATION” DICHOTOMY 


The central aim of the usual versions of the 
“cost inflation” versus “demand inflation” 
dichotomy is to provide a framework for dis- 
tinguishing amongst inflations according to their 
origin or ‘‘cause’’ so that the proper public policy 
remedy may be chosen in each case. It follows, 
therefore, that for this approach to be useful 
there must be some criteria by which we can 
assign any particular inflation to its proper niche. 
It is not, of course, necessary that every inflation 
be exclusively “cost inflation” or exclusively “‘de- 
mand inflation.’ However, it is essential that 
sufficient criteria exist for us to determine how 
much (or what proportion) of any given inflation 
should be assigned to each of these two categories. 
The purpose of this Section is to conduct an in- 
tensive search for such criteria. 

At the outset of this quest it is necessary to 
recognize that the usual versions of the “cost 
inflation”’ versus “demand inflation’”’ dichotomy 
treat changes in the general price index as the 
sum total of changes in the individual prices 
which constitute the index and thus concentrate 
on the factors responsible for changes in the 
individual prices. In order to appraise this di- 
chotomy it is necessary to adopt this same mode 
of approach. Consequently, we shall begin by 
considering the problems involved in trying to 
decide whether any single price increase is “‘cost- 
induced” or demand-induced.” Then, following 
this discussion of micro-economic considerations, 
we shall turn our attention to the more macro- 
economic facets of the “cost inflation” —‘‘demand 
inflation” distinction. 

Micro-economic Considerations 

To appreciate the difficulties involved in de- 
ciding how much of any particular price increase 
is “cost-induced” and how much is “demand- 
induced” it is imperative that we first specify the 
type of market structure under scrutiny, since 
the nature and magnitude of the problems en- 
countered depend on the characteristics of both 
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the product and factor markets. Let us begin with 
the simplest possible case—an industry possess- 
ing the characteristics of perfect competition. 
The relative simplicity of this case stems from the 
fact that here it seems reasonable to treat the 
demand and supply schedules as if they were 
completely independent of one another. 

In this perfect competition case, it might ap- 
pear at first blush that criteria can be found rather 
easily. Why not simply identify cost-induced 
price increases with price increases attributable to 
shifts in the supply schedule and demand-induced 
price increases with price increases attributable to 
shifts in the demand schedule?* Further reflection 
suggests, however, that these definitions are far 
from satisfactory. The fundamental “fuzziness” 
of the above criteria can be seen clearly in 
Figure 1. 

Let us suppose that between time 1 and time 2 
the demand schedule shifted from D, to D; , the 
supply schedule shifted from S, to S:, and that 
therefore the price rose from P, to P;. The key 
question is now obvious: how much of the total 
price increase (P; — P,) is cost-induced and how 
much is demand-induced? The response is equally 
apparent: the definitions proposed above give us 
no answer! 

One might try to cope with this case of a simul- 
taneous shiit in supply and demand schedules by 
redefining a “‘cost-induced”’ price increase as that 
part of the total price increase which would have 
occurred if only the supply curve had shifted 
(distance A in Figure 1) and a “demand-induced” 
price increase as that part of the total price in- 
crease which would have occurred if only the de- 
mand curve had shifted (distance B). However, 
the difficulty here is that there is no guarantee 
whatsoever that distance A plus distance B will 
equal P, — P,. As the reader can verify for him- 
self by simply shifting cost and demand schedules 
possessing different shapes, A + B may be less 
than, equal to, or greater than, P; — P, . In the 
illustrative case depicted in Figure 1, A + B 
happens to be considerably greater than P, — P;. 

The potential difference between A + B and 
P, — P, demonstrates clearly the conceptual 
inadequacy of the criteria for distinguishing be- 
tween cost-induced price increases and demand- 


6 This is the approach suggested by Mr. Richard 
T. Selden, ‘“‘Cost-Push Versus Demand-Pull In- 
flation, 1955-57,’ Journal of Political Economy, 
February 1959, LXVII, pp. 9-10. 
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induced price increases proposed thus far. The 
word “conceptual” in the above sentence merits 
some emphasis. It is plain that a person actually 
trying to test for “cost inflation’? would observe 
only points P; and P; and might legitimately 
claim that the existence of the identification 
problem precludes his separating out shifts in de- 
mand from shifts in supply. This is true, but offers 
no relief to the exponent of the “cost inflation” 
versus “demand inflation” dichotomy since the 
whole point of the argument here is that even if 
the supply and demand schedules could be identi- 
fied perfectly, it is still impossible to decide how 
much of the price increase represents a contribu- 
tion to “cost inflation” and how much represents 
a contribution to “demand inflation.”” The most 
fundamental difficulty here is conceptual, not 
empirical. 

One question remains: why is it that A + B 
need not equal P, — P, ? In brief, the answer is 
because the shapes of the schedules at the rele- 
vant points may change as shifting takes place— 
and, this observation leads to an additional, 
rather significant, point. While the inadequacies 
of the cost-push versus demand-pull dichotomy 
are most apparent when both the supply and 
demand curves shift, there is a problem even in 
the case where only one schedule shifts. The point 
is simply that even if but a single schedule shifts, 
the resultant price increase depends not just on 
the extent to which the “active” schedule shifts, 
but also on the shape of the “passive” schedule. 
Thus if costs rise and the supply schedule shifts 
upward, the extent of price rise will depend in 
part on how elastic the demand schedule is in the 
relevant region. Consequently, to attribute the 
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price rise solely to the shift in the supply schedule 
is to neglect the important role played by the 
passive demand schedule.’ 

So much for the comparatively simple case of 
perfect competition. Let us now shift our atten- 
tion to the much more troublesome problems 
raised by the existence of imperfect competition. 
The absolute necessity of establishing clear, un- 
ambiguous criteria for distinguishing between 
cost-induced and demand-induced price increases 
in the imperfectly competitive sector of the 
economy is, of course, beyond dispute. The bulk 
of the inflation controversy has certainly centered 
on behavior in this sector. Anyone who reads 
Congressional hearings can attest to the fact that 
fear of “cost inflation” is closely associated with 
concern over wage- and price-setting practices in 
the so-called ‘“administered-price” industries. 
And, additional evidence as to the especial impor- 
tance of this sector in the inflation debate is pro- 
vided by the fact that a number of the individual 
inflation types listed at the start of this article 
apply specifically to non-competitive markets— 
for instance, “wage inflation” and “administered- 
price inflation.” 

Unfortunately, much of this discussion of 
“cost inflation” and “demand inflation” in the 
context of imperfectly competitive markets has 
involved such questions as the “right” to wage 
increases, the “fairness” of price adjustments, and 
the “ability” of firms to absorb higher costs. In 
order to minimize the chances of getting caught-up 
in this myriad of value-judgments it is convenient 
to talk in rather abstract terms. Let us assume 
that Firm X is a price-maker and that between 
times 1 and 2 there occurs a rightward shift in 
the demand schedule, an upward shift in the cost 
schedule, and a resultant increase in price. The 
problem is, how do we decide how much of this 
price increase is “‘cost-induced” and how much is 
“demand-induced”’? 

The first answer to this question is obvious. 
Even if we choose to ignore the new difficulties 
stemming from the possible interdependence of 
the cost and demand schedules, the basic concep- 
tual problem discussed in conjunction with the 
perfect competition case would continue to pre- 

7 It is for this reason that it can be misleading 
to speak of a shift in the supply schedule as ‘‘caus- 
ing’’ the increase in price. See P. A. Samuelson’s 
discussion of this point in Foundations of Economic 


Analysis (Cambridge, Mass.: Harvard University 
Press, 1947), pp. 9-10. 
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vent us from breaking the resultant price increase 
into cost-induced and demand-induced compo- 
nents. 

However, the real fun begins when we admit 
that under conditions of imperfect competition 
the cost and demand functions are often inter- 
dependent. A shift in the demand schedule is 
likely, for a variety of reasons, to “induce” a 
shift in the cost schedule as well—to illustrate, an 
increase in the demand for the final product may 
be reflected in the factor markets as an increase 
in the demand for labor and raw materials and 
may thus bring about higher factor costs which 
are in turn translated into higher commodity 
prices. A fundamental difficulty with many simple 
versions of the “cost inflation” versus “demand 
inflation” typology is that this basic question of 
how to handle demand-induced changes in costs 
is left unanswered. 

However, this void is not too surprising when 
we recognize that the interdependence of the cost 
and demand schedules forces us to choose 
amongst two unpalatable alternatives. If we ig- 
nore the origin of such demand-induced cost in- 
creases and treat them just like all other cost 
adjustments, the general distinction between 
“cost inflation’ and “demand inflation” becomes 
exceedingly nebulous. The obvious alternative is 
to classify the price adjustments brought about 
by such demand-induced cost increases in the 
“demand inflation” rather than “cost inflation” 
category. 

The only difficulty is that this latter alternative 
raises at least as many difficulties as it solves, 
since the person testing for “cost inflation” is 
now required to concern himself with factor mar- 
ket behavior as well as with product market be- 
havior. It is now necessary to distinguish between 
shifts in the cost schedule attributable to increases 
in the derived demand for factors of production 
and shifts in the cost schedule that are “auton- 
omous.” And, this is no easy assignment. Even 
if we were justified in assuming that factor prices 
are set in auction-market surroundings, it would 
still be necessary to: (1) identify shifts in factor 
supply schedules and factor demand schedules; 
and (2) find some way out of the basic conceptual 
problem discussed earlier—Figure 1 can now be 
envisioned as representing conditions in a factor 
market and the same argument repeated. 

Where the assumption that factor prices are 
set in auction-market surroundings is plainly in- 
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applicable—for instance, in industries where 
strong unions participate actively in the wage- 
setting process—it becomes still more difficult to 
distinguish between cost-induced and demand- 
induced price increases since here the interde- 
pendence between costs and demand is both much 
more pronounced and much more difficult to dis- 
entangle. Surely no one would deny that both the 
pressure for wage increases exerted by a union on 
an employer and the willingness of the employer 
to accede to this pressure are greatly influenced 
by the strength of demand in the product market. 
At the same time, it is equally clear that the size 
of the resulting change in costs depends not only 
on the derived demand for labor (and other fac- 
tors of production) but also on such important 
additional considerations as the nature of organi- 
zation on the supplier side of the factor markets. 

In short, while it is obvious that demand condi- 
tions influence costs, it is equally obvious that 
anyone trying to separate out that portion of the 
cost increase attributable to increased demand 
faces a truly Herculean task! This is quite likely 
the most important—and most insolvable— 
problem standing in the way of a neat distinction 
between cost-induced and demand-induced price 
increases. 


Macro-economic Considerations 


Thus far we have talked only about the diffi- 
culties involved in allocating a single price in- 
crease between the cost-induced and demand- 
induced categories. To stop at this point would 
amount to a failure to pay sufficient attention to 
what might be termed the “index’’ nature of in- 
flation. That is, at the outset of this paper, it was 
emphasized that the word “inflation” refers to 
the upward movement of a price index composed 
of many individual prices and weights. It can be 
very misleading to think of inflation either as an 
increase in a single “typical” price or as a uni- 
form increase in a great number of prices. And, 
once it is recognized that an inflation is the statis- 
tical outcome of a number of possibly divergent 
sorts of price behavior, it is easy to develop a 
dislike for such all-inclusive and pretentious 
terms as “cost inflation” and “demand inflation.” 

It is, of course, obvious that when we try to 
deal with the plethora of prices that make up an 
inflation index the difficulties noted in the pre- 
ceding section are multiplied accordingly. How- 
ever, this is by no means the end of the story. 
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The various prices which make up an inflation 
index are related in diverse ways, and certainly 
can not be thought of as independent of one 
another. As a consequence, numerous additional 
difficulties arise to block the path of attempts to 
distinguish between ‘‘cost inflation” and “demand 
inflation.” 

For one thing, a certain cost-induced price in- 
crease (assuming, for the sake of argument, that 
it were possible to make such an identification) 
may in turn bring about certain “‘demand-in- 
duced” price increases via the income side of 
factor price adjustments. To illustrate, wage 
increases May raise money incomes as well as 
costs and so may lead to a bidding up of certain 
other prices (e.g., food prices) as a direct result of 
increased demand. 

Furthermore, there is apt to be a strong ‘“‘kick- 
back” from increases in the cost-of-living index 
(regardless of their source) to factor price be- 
havior. The existence of formal “escalator 
clauses” is only the most visible manifestation of 
the influence which product price movements 
exert on costs and then back on prices. How 
second- and third-round price increases of this 
sort are to be categorized is, to put it mildly, hard 
to say. 

The final, and perhaps most important, way in 
which the individual prices which constitute the 
inflation index are related is via the general 
monetary environment. Without going into 
great detail, it is clear that the attitudes and 
policies of the Federal Reserve constitute an 
important intervening variable between initial 
pressures on prices and the ultimate change in the 
general price level. 

To illustrate, let us suppose there is an initial 
increase in prices in a particular sector of the 
economy and that we are somehow miraculously 
able to identify this price pressure as cost-in- 
duced. This initial upward pressure on prices can 
lead to either: (a) an offsetting reduction in other 
prices; (b) a decrease in output and employment; 
(c) an upward movement of the whole price 
level; or (d) some combination of the above. 
Which of these possible eventualities comes to 
pass depends not only on certain micro-economic 
considerations (such as price and income elas- 
ticities of demand and the rigidity of costs and 
prices in the downward direction) but also on the 
state of the money markets and the policies 
adopted by the monetary and fiscal authorities. 
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Consequently, it is extremely difficult to see what 
criteria could possibly serve to divide the eventual 
change in the overall price index between the 
“cost inflation” and “demand inflation” cate- 
gories. 

The main conclusion to be drawn from this 
discussion is now quite clear. Attempts to use the 
“eost inflation” versus “demand inflation” dis- 
tinction as a way of classifying inflations must be 
abandoned. The reason is simply that these con- 
cepts have not as yet been defined in a way that 
is simultaneously testable and useful. It is this 
basic inadequacy of the concepts themselves 
which no doubt explains why, in spite of the great 
interest in this topic, no one has succeeded in 
separating any given inflation into its constituent 
parts.’ And, given the total absence of any ap- 
parent solutions to these basic conceptual diffi- 
culties, there is little reason to expect future 
efforts to meet with better success. 

It must be emphasized that this is not an em- 
pirical problem which can be solved by intensive 
spade work. This is a problem that can be 
“solved” only by accepting the unworkability of 
the “cost inflation” versus “demand inflation” 
dichotomy and by using other concepts to attack 
the public policy issues involved in the broader 


issue of inflation control. 


Ul. THE MERITS OF THE “COST INFLATION” VERSUS 
“DEMAND INFLATION’ DICHOTOMY AND AN 
ALTERNATIVE APPROACH 


On the basis of the preceding ciscussion one 
might be tempted to conclude that all efforts to 
think about price behavior from the vantage point 
of inflation types have represented a total waste 
of resources. The purpose of this final Section is 
to suggest that such an inference is incorrect. 

To appreciate the merits of attempts to dis- 
tinguish amongst inflation types it is necessary to 
begin by asking what first stimulated the wide- 
spread. adoption of the “cost inflation” and “de- 
mand inflation” concepts. In very general terms, 
it seems clear that the main impetus behind the 


* One of the more noteworthy attempts at em- 
»irical work in this area has been made by Richard 
Selden (Journal of Political Economy, February 
1959, pp. 1-20). However, there are a number of 


rather obvious and serious shortcomings implicit 
in the methodology used by Seiden, and, as a re- 
sult, his efforts to test for “cost inflation”’ during 
the 1955-57 period must be classed as inconclu- 


sive. 
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frequent attempts to enunciate and use these 
concepts has come from a real public policy need 
—namely, the need to decide what (if any) public 
policy measures should be adopted to curb mild 
inflationary pressures which occur side-by-side 
with non-frictional unemployment. 

In this connection, the exponents of the “cost 
inflation” versus “demand inflation” distinction 
have performed two valuable services. First of all, 
attention has been focused on the modes of wage 
and price determination which characterize 
various sectors of our economy. This has the 
advantage of emphasizing that changes in the 
price level depend not only on certain broad con- 
siderations such as monetary policy and the tem- 
perature of the cold war but also on the contem- 
porary wage- and price-setting institutions 
through which variations in aggregate demand 
are mediated. Consequently, we are forced to 
recognize that we can try to affect price behavior 
either by working directly on aggregate demand 
or by modifying the nature of our wage- and price- 
setting institutions and thus are encouraged to 
analyze the inflation problem in micro- as well as 
macro-economic terms. 

Secondly, the attempts to distinguish amongst 
types of inflation have served the extremely useful 
function of forcing us to recognize that inflatioa 
can not be regarded as a single, monolithic phe- 
nomenon. And, recognition of the fact that infla- 
tionary episodes may differ from one another in 
significant respects in turn suggests that it may 
be unwise to try and deal with all upward pres- 
sures on the price level in the same manner. In 
short, it is certainly important for our policy- 
makers to realize the necessity of tailoring policy 
measures to the specific characteristics of the 
problem at hand—there may well be circum- 
stances in which primary reliance on the tradi- 
tional instruments of monetary-fiscal policy is 
not the wisest course of action. 

Where, in the opinion of this writer, the ex- 
ponents of the “cost inflation” versus “demand 
inflation’”’ dichotomy have erred is in somehow 
assuming that we could select, in semi-automatic 
fashion, the appropriate type of public policy by 
simply placing any particular upward movement 
of price indices into either the “demand inflation” 
or “cost inflation’ category. The assumption 
seems to be that “demand inflation” should be 
countered by monetary-fiscal policy whereas 
“cost inflation” should be attacked by altering the 
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wage- and price-setting institutions.® All such 
attempts to establish rigid links between “types” 
of inflation and public policy solutions suffer, of 
course, not only from the fact that the basic 
dichotomy between “cost inflation” and “demand 
inflation” is unworkable, but also from the fact 
that this rigid linking of cause and remedy does 
not allow for the possibility that the costs of the 
remedy may be greater than the social benefits 
to be attained from the cure. 

In less grandiose terms, the trouble with the 
“cost inflation” versus “demand inflation” 
dichotomy is that it tries to provide too easy an 
answer for too difficult a problem. There is simply 
no getting around the fact that the real task of the 
economist desirous of being helpful in the area of 
inflation policy is to spell out and compare, for 
the guidance of society, the relative ‘“‘costs”— 
measured in terms of level of employment, rate of 
economic growth, efficiency, and certain non- 
economic values such as individual freedom and 
equity—involved in the adoption of alternative 
public policy programs. 

Unfortunately, there is no simple technique 
that will make it possible to carry out this direc- 
tive in a painless way. There is, however, a mode 
of approach which may provide at least a start 
toward translating the commendable spirit be- 
hind such dichotomies as “cost inflation” versus 
“demand inflation” into a more serviceable public 
policy instrument.'® Instead of beginning with a 
classification based on an unworkable conception 
of micro-economic price behavior, it may be 
more profitable to start out by assembling certain 
available macro-economic data and then specu- 
lating on the implications of the empirical con- 
struct. Since the basic public policy problem out 
of which such categories as “‘cost” and “demand 
inflation” arose is the fact that inflation may 
exist concurrently with non-frictional unemploy- 
ment, let us begin by trying to construct a 
schedule (such as LL in Figure 2) relating the 


* For an illustration of this position, see Abba 
P. Lerner, ‘Inflationary Depression and the Regu- 
lation of Administered Prices,’ U. S. Congress, 
Joint Economic Committee, The Relationship of 
Prices to Economic Stability and Growth, Com- 
pendium ..., March 1958, p. 261. Selden’s article 
(Journal of Political Economy, February 1959) 
also seems to embody something of this approach, 
although Selden and Lerner come to quite oppo- 
site conclusions. 

1° The following discussion is based to a con- 
siderable extent on ideas suggested by William J. 
Baumol. 
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UNEMPLOYMENT AS A PERCENTAGE 
OF THE LABOR FORCE 


Figure 2 


rate of unemployment to percentage changes in 
an inflation index." 

This figure highlights the fact that price be- 
havior depends on both the general strength of 
aggregate demand and the institutional matrix 
through which changes in aggregate demand 
flow. In general, it seems reasonable to expect 
variations in aggregate demand to affect prices 
and unemployment by moving us along LL,@ 
whereas the shape and position of LL itself indi- 
cate the pressure on the price level exerted by the 
whole institutional or structural fabric of our 
society at various given levels of unemployment. 

In order to clarify the relationship between the 
LL schedule and the “cost inflation” versus “‘de- 
mand inflation’ debate, it is useful to draw the 
broken line FF’ perpendicular to the unemploy- 


1! There is no use in glossing over the difficulties 
involved in the construction of such a figure. It is 
obvious that other factors (such as the distribu- 
tion of unemployment, the rate of change in un- 
employment, the behavior of op and 
the profitability of industry) will interpose them- 
selves between the level of unemployment and 
price movements. However, the seriousness of 
these difficulties is a question which can only be 
answered by an elaborate empirical inquiry. The 
success of A. W. Phillips of the London School of 
Economics in constructing a remarkably stable 
schedule for the English economy is at least en- 
couraging. (See A. W. Phillips, ‘““The Relation 
Between Unemployment and the Rate of Change 
of Money Wages in the United Kingdom, 1861- 
1957,’’ Economica, November 1958, XXV, pp. 
283-299.) 

12 The fact that there is an identification prob- 
lem here prevents us from being any more definite 
about the relationship between changes in demand 
and movements along LL. 
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ment axis at the “frictional” level of unemploy- 
ment. The utility of this construction stems from 
the fact that “ideally” we should like to have LL 
pass through point F. That is, we should like to 
be able to enjoy price stability and zero non-fric- 
tional unemployment at the same time. The “im- 
perfection” of our present-day institutions thus 
varies directly with some index of the distance 
separating the curve LL from point F." If, over 
time, the LL schedule were to shift upward (say 
to L’L’) and thus increase the distance between 
F and this schedule, it would seem reasonable to 
conclude that the institutional characteristics of 
the economy were exerting increased inflationary 
pressure. 

It is clear that, in spirit at least, there is a close 
similarity between: (1) the magnitude of the 
index used to measure the distance separating the 
current LL schedule from F; and (2) the extent of 
“cost inflation.” This is because—as was noted 


% The problem of selecting the best possible 
index of current institutional pressures on the 
price level is beyond the scope of this paper. For 

resent purposes, it is sufficient to note four mg 
Pilities which come immediately to mind. First, 
the amount of non-frictional unemployment 
needed to bring about price stability could be 
used as the index (this is represented by the hori- 
zontal distance between point F and curve LL). 
Second, the rate of price increase which occurs 
at zero non-frictional unemployment could be 
used as the index (the vertical distance between 
point F and curve LL). Third, the sum total of 
the rates of price increase which occur at each and 
every level of non-frictional unemployment could 
be used (this index would be represented on Fig- 
ure 2 by the area circumscribed by the horizontal 
axis, the LL schedule, and line FF’). Fourth, the 
distance between LL and some ‘‘ideal”’ variant of 
the LL schedule (which has approximately the 
same shape as LL, which lies below LL, and which 
passes through point F) could be used. The main 
reason for relegating this entire discussion of pos- 
sible indices to a footnote is simply that the choice 
of a particular index is not crucial for the general 
argument being presented here. Any number of 
alternative indices of institutional price pressure 
are perfectly compatible with the main theme of 
this paper. 
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earlier—attempts to identify ‘cost inflation” 
seem to stem largely from a concern ove. the 
tendency of prices to rise in spite of non-frictional 
unemployment. However, there are two reasons 
why it would be a mistake to use the “‘cost infla- 
tion” terminology in the context of Figure 2. For 
one thing, the discussion in Section I of this paper 
has emphasized that in practice the term “cost 
inflation” has been more closely associated with 
the question of the origins or causes of inflation 
than with the question of the resultant relation- 
ship between price movements and levels of un- 
employment. Secondly, the distance between LL 
and F depends not just on the ability of factors of 
production to raise their rates of remuneration 
but also on the responsiveness of commodity 
prices to fluctuations in costs and demand. 

From a public policy standpoint, the impor- 
tance of a schedule such as LL is that it places us 
in a better position to decide if we wish to pursue 
price level stability solely by general monetary- 
fiscal policies (and thus content ourselves with 
movements along LL) or if it is first necessary to 
make alterations in our wage- and price-setting 
institutions (so as to shift the entire schedule 
nearer the origin). It is, of course, apparent that 
information concerning the shape of LL is not in 
and of itself sufficient for the formulation of such 
a public policy decision. The desirability of at- 
tempting to shift LL also depends on a host of 
factors not mentioned thus far, including our 
appraisal of: (1) how “bad” inflation really is; 
and (2) what other costs are involved in modify- 
ing present-day institutions. 

Nonetheless, it does seem that thinking about 
the inflation problem in the context of shifts of 
an LL function and movements along this func- 
tion represents a fruitful first step toward the 
formulation of public policy. Continued efforts to 
classify each major change in the price level as 
“cost inflation” or “demand inflation” certainly 
do not constitute an acceptable alternative. 
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THE CANADIAN EXCHANGE RATE, 1950-57* 
JAMES C. INGRAM 


University of North Carolina 


In recent years, a lively debate has taken place 
between those who favor freely fluctuating ex- 
change rates and those who support the Bretton 
Woods compromise of short-run stability and 
long-run flexibility. Advocacy of the gold stand- 
ard is rarely heard. The Bretton Woods system 
has come under severe attack, with some critics 
charging that it provides the advantages of neither 
fixed nor fluctuating rates.' Recurring exchange 
crises and monetary disorders have lent point to 
the controversy. The Canadian experiment with 
freely fluctuating rates, now in its ninth year, has 
been watched with great interest because it pro- 
vides a test case for the theoretical debates. These 
debates have been accompanied by remarkably 
little empirical evidence, except for estimates of 
elasticity coefficients, where disagreement about 
significance exists. The arguments on both sides 
have been largely based upon a priori assumptions 
about behavior, time-rates of response to given 
changes, and the like. The Canadian experiment 
permits us to examine some facts, at least for one 
country.? 

The Canadian dollar became a fluctuating cur- 
rency on Sept. 30, 1950. Exchange restrictions 
were progressively removed and by December 
1951 none remained in effect. The exchange value 
of the Canadian dollar has been largely fixed by 
free market forces since the end of 1950. The prin- 
cipal exception involves the operations of the 
Exchange Fund Account, whose purpose has been 
to exercise a cushioning influence on a moderate 


* The author is indebted to E. P. Hickman of 
lowa State University for statistical advice and 
assistance, to the North Carolina Business Foun- 
dation and University Research Council for finan- 
cial assistance in the course of this study, and to 
the editors of this Journal for several helpful 
suggestions. The author is of course responsible 
for errors that remain. 

' E.g., M. Friedman, “The Case for Flexible 
Exchange Rates,’ Essays in Positive Economics 
(Chica o: University of Chicago Press, 1953). 

gC. Tsiang’s study of Peru is less satisfying 
acne the rate was free for a shorter period, it 
was not a single rate, and statistics are subject to 
reater errors. ‘‘An Experiment with a Flexible 
“xchange Rate System,”’ International Monetary 
Fund, Staff Papers, 1957. 


scale and thus to reduce the amplitude of short- 
run swings without influence on the direction or 
extent of long-run trends. The transactions of this 
account are believed to be small in size, but the 
details of its operation are not revealed.? In any 
case, the Canadian dollar has shown a remarkable 
stability since 1950, as may be seen in Figure 1. 
The rate is shown by quarters, with the amplitude 
of fluctuation indicated. 

The purpose of this paper is to examine em- 
pirically the relationships between the exchange 
rate and the variables usually associated with it 
in theoretical discussions. Using quarterly data, 
and concentrating on period-to-period changes, 
the nature of the observed relationships and inter- 
connections will be investigated. Thus the rela- 
tionships we seek are short-run, not long-run. 
That is, we will inquire whether a change in one 
variable during the current quarter is related to 
a change in another variable in the same, the fol- 
lowing, or the preceding quarter, but not in a 
quarter five vears later. 

One particular objective will be to examine the 
relationships in order to determine whether or not 
they are consistent with the hypothesis that ex- 
change-rate changes evoke (or are associated 
with) responses which tend to reverse the direc- 
tion of the exchange-rate change. This is the well- 
known issue of the stability of a free rate. On one 
set of assumptions about behavior, it is possible 
to argue that speculation in foreign exchange will 


3 Harry C. Eastman and Stefan Sty kolt, “Ex- 
change Stabilization in Canada, 1950-54,"’ Cana- 
dian Journal of Economics and Political’ Science 
22, 1956, have used reported figures of official 
gold and dollar reserves to infer the size of Ex- 
change Fund transactions. Comparing changes in 
reserves with short-term conttal movements on a 
quarterly basis, we find that the two move in the 
same direction is most quarters, but that official 
reserve changes usually represent only a small 
but highly variable part of short-term capital 
movements. To the extent that Exchange Fund 
operations interfere with exchange-rate move- 
ments, either directly or through effects on antici- 
pations, the Canadian dollar is not a freely fluc- 
tuating currency in the full sense of the term. 
Lacking more knowledge about Exchange Fund 
operations, or other stabilizing activities such as 
the issuance of bonds in New York, we have chosen 
to treat the Canadian dollar as if it were a freely 
fluctuating currency. 


207 


I 
7 
4 
| 
ne 
ad 
— 
; 
| 
| 
ae 
| 
f 
ag 


195) 1952. 1953 1954 1955 1956 1957 


Fieure 1. Canadian exchange rate; Quarterly 
range, 1951-1957. 


be equilibrating; or, on another set, disequilibrat- 
ing. Efforts to demonstrate the superior validity 
or relevance of one particular set of assumptions 
have encountered difficulties, and it may there- 
fore be more rewarding to test the implications 
flowing from these alternative hypotheses about 
behavior. Such tests will be attempted in this 
paper. 

The method we shall use is the following. For 
each variable we compute a series of quarterly 
changes, X,/X,-; . The relationship between one 
variable and another, or one variable and two or 
more others, is then measured with correlation 
and regression analysis. Various combinations of 
leads, lags, and simultaneous changes are used to 
ascertain the closest relationships. The series used 
throughout this paper consist of quarter-to-quar- 
ter changes in the several variables. Correlation of 
first differences is a method often used to mini- 
mize the effect of time trends; our method is 
roughly similar to the taking of first differences. 

In Part II the calculations are described and the 
observed relationships reported when only two 
variables are considered. In Part III two or more 
independent variables are involved, and multiple 
correlation analysis is used. Part IV contains some 
tests of the stability hypothesis. 


If the price level rises (falls) in A relative to B 
(rest of the world), the value of A’s currency in 
the foreign exchange market will tend to fail 
(rise). This relationship between prices and ex- 
change rates has long been recognized, and in the 
hands of Cassel it became the basis of the doc- 
trine of purchasing power parity.‘ During the 
currency convulsions of the 1920's this doctrine 
4G. Cassel, Money, Prices and Foreign Exchange 
After 1914 (London: Constable, 1922). 
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enjoyed a brief popularity, but Cassel’s formula- 
tion was subjected to criticisms which made it 
unsatisfactory as a general explanation of ‘he 
equilibrium exchange rate, although it is still used 
when large disturbances occur in a rather short 
period.® 

One feature, the source of many criticisms, 
seems to be an unnecessary part of the essential 
notion of purchasing power parity. This feature is 
the fixed base, taken as a norm against which all 
subsequent values of the variables are to be meas- 
ured. If, in 1927, A’s prices stand at 350 (1914 = 
100), and B’s prices at 175, there are many rea- 
sons why the exchange value of A’s currency may 
not be equal to one-half its 1914 value. Structural 
changes of many kinds, in both demand and sup- 
ply, may introduce a permanent and increasing 
divergence between the actual rate and the rate 
yielded by the purchasing-power-parity calcula- 
tion. Such cumulative divergences were stressed 
by critics of the doctrine. 

To remove this objection, along with an asso- 
ciated objection to the choice of any particular 
year as the norm, we need not abandon all of 
the purchasing-power-parity doctrine. We may 
postulate a relationship between successive 
changes in relative price levels and in the exchange 
rates, and by measuring and correlating these 
changes we can test this postulate and infor the 
nature of the relationship, if any is found. In- 
stead of comparing this period’s prices with prices 
in a single base period, we compare prices this 
period with prices last period, and similarly for 
the exchange rate. In this way we eliminate the 
cumulative divergences due to structural changes 
which so weakened the purchasing-power-parity 
doctrine. Such structural changes now exert an 
influence on the relationship that emerges when 
a regression equation is fitted to the data. Fur- 
thermore, an occasional observation may fall far 
outside the usual pattern, perhaps indicating some 
exceptional circumstance or movement in the 
ceteris paribus pound. 

For the Canadian experience from 1950 to 1957, 
we shall first examine the relation between quar- 
terly changes in the relative price levels of Canada 
and the U. S.,° and quarterly changes in the ex- 


L. Metzler, ‘‘Exchange Rates and the IMF,”’ 
Postwar Economic Studies, No. 7, Federal Reserve 
System, 1947. 

* The U. S. is here treated as the “rest of the 
world,”’ for the purpose of determining the change 
in relative prices. 
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change rate. Quarterly changes in a number of 
variables are given in Appendix A. For each vari- 
able, the entries in this table represent the ratio 
of the current quarter to the previous quarter 
(except for capital movements). In the case of 
wholesale prices (P,,.) and consumer prices (P,), 
each entry represents the change in Canadian 
prices during the quarter relative to the change 
in U.S. prices during the quarter.’ 

Changes in the exchange rate appear to be 
rather closely associated with changes in relative 
wholesale prices. The relationship is depicted by a 
scatter diagram in Fig. 2. Although the quarterly 
changes are small (mostly under 2 percent), the 
two variables changed in the same direction in 20 
of 25 quarters. The correlation coefficient (r = 
0.674) is significant at the one-percent level.’ 
The slope of the regression line (X = 4.039 + 
.9583 P,,) is .96. That is, the exchange rate changes 
in approximately the same degree as do relative 
wholesale prices. 

So far, price and exchange-rate changes have 
been taken in the same period, and nothing has 
been implied about the direction of causation. 


7? For an explanation of the derivation and mean- 
ing of each series in Appendix A, see the descrip- 
tive notes attached thereto. 

5’ Two tests of significance of correlation co- 
efficients are used in this pm 

1) The ‘‘t’’ test is used to determine whether 
the observed correlation coefficient is significantly 
different from zero. (For multiple correlation co- 
efficients, the ‘“‘F’’ test is used for the same pur- 
pose.) 

2) The minimum size of the ‘“‘true correlation”’ 
is estimated with a probability of .95. For the case 
just discussed in the text (r = 0.674), the true 
correlation will be at least 0.44 with a probability 
of .95. Cf. M. Ezekiel, Methods of Correlation 
Analysis, 2nd ed. (New York: Wiley, 1941), pp. 
318-26, 506-09. 

These tests, and other procedures in this paper, 
are designed for random samples drawn from a 
given population in such a way that successive ob- 
servations are independent. While the series used 
in this paper are not random samples, the statis- 
tical analysis is believed to be applicable. We are 
dealing with period-to-period changes in the sev- 
eral variables, and the serial correlation that 
plagues time-series analysis has largely been re- 
moved in the process of taking first differences. 
Each series was correlated with itself, lagged, and 
only one of the resulting ‘‘r’s’’ was significant un- 
der the tests given above. The one exception, con- 
sumer prices, is not used in an important way in 
what follows. Finally, the Wald-Wolfowitz test of 
randomness was applied to some of the series used. 
It showed no lack of randomness. (A. Wald and J. 
Wolfowitz, ‘“‘An Exact Test for Randomness in 
the Non-Parametric Case based on Serial Correla- 
tion,’’ Annals of Mathematical Statistics, XIV, 
1943, pp. 378-88.) 
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Ficure 2. Scatter diagram: Wholesale price 
changes (Pw); Exchange rate changes (X). 


When either variable is lagged behind the other, 
closeness of the relationship is greatly reduced— 
the r’s are not significant. Neither variable seems 
to lead the other, ceteris paribus, and it appears 
that both may move in response to other changes. 

No significant relation exists between relative 
consumer pricesand the exchange rate (r = 0.039.) 
The correlation is improved when consumer prices 
are lagged behind the exchange rate, but there is 
little @ priort reason to expect exchange-rate 
changes to cause changes in consumer prices. For 
a tabulation of the results of simple correlation, 
see Table I. 

Our conclusion is that, using quarterly data, 
relative wholesale-price changes are significantly 
associated with exchange-rate changes, but that 
no basis has been found for determining a causal 
sequence. The relation (between P, and X) is 
very similar to that postulated in the purchasing- 
power-parity doctrine, if one amends the doctrine 
to deal with quarterly changes from a moving 
base. 

Economie analysis now stresses the role of in- 
come changes in balance-of-payment adjustment 
and exchange-rate determination, but no signifi- 
cant relationships between income changes and 
exchange-rate changes were discovered in this 
study. We examined both relative income changes 
(in Canada and the U.S.) and Canadian income 
changes, and both series were taken with and 
without seasonal adjustment, but the correlation 
coefficients between each of these and exchange- 
rate changes proved not to be significant. 

A third variable whose relation to exchange rate 
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TABLE I 
Correvation Resvuts* 
| — | Minimum 
X, Pe .674| yes 44 
X (¢- 1), Pe .292 | 
X, P. .039 | 
X 1), .568 | yes | .28 
X,P.@- — .085 | 
te — .548 yes | .27 
X (¢-1),T7. 118 | 
X, 7. 1) — .707 yes | 48 
ZX, T. —.414 | 
X, T. (¢ — 1) — .566 yes | .28 
X,Y. —.108 | | 
(t — 1) 214 
X 1), Y. — .237 | 
x, Be .116 
X, — 1) .348 | | 
— .057 | 
X, (t — 1) — .205 
Zz, ¢ .672 | yes 44 
X ¢-1),C 543 | yes -27 
X,C (t 1) | | 
% —.148 | | 


*See the descriptive notes attached to Ap- 
pendix A for the definitions of the symbols used 
here. 


changes was studied is the ratio of exports to im- 
ports.* If the Canadian dollar rises in value, we 
expect Canadian exports to fall, imports to rise, 
and the ratio (F/M = T') will therefore be ex- 
pected to fall. Since our exchange rate series (X) 
represents the change in Canadian cents per U.S. 
dollar, we expect T and X to be positively corre- 
lated. 

The data do not bear out this expectation. T, 
and X show a significantly high negative correla- 
tion (rf = —0.5476) when both variables are 
taken in the same period, and an even higher 
negative correlation (r = —0.707) with X lagged 
behind 7, . These results are for seasonally ad- 
justed exports and imports; the unadjusted series 
(T,,) shows a less significant correlation with X. 

Short-term capital movements (C) is the fourth 
variable whose relation to exchange-rate changes 
was studied. Net inflows of short-term capital 

* This ratio, T, represents the value of exports 
of goods and services as a ratio of the value of im- 


ports of goods and services. See Appendix A for 
description of its calculation. 
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Fieure 3. Scatter diagram: Exchange rate 
changes (X); short-term capital movements (C). 


are treated as positive, outflows as negative (see 
Appendix A). The result of simultaneous correla- 
tion is depicted in Figure 3, where it is observed 
that C and X are positively correlated (r = 0.672). 
Increases in the value of the Canadian dollar are 
associated with outflows of short-term capital." 
With C lagged behind X, the relation is less close 
but still significant, but when X is lagged behind 
C, no significant relation exists. 


So far we have examined the relation between 
changes in the exchange rate and one other varia- 
ble. This is a very crude approximation, since it 
is clear that the exchange rate is the outcome of a 
large number of forces operating jointly and hav- 
ing mutual interactions. In this section we at- 
tempt to allow for the combined influence of sev- 
eral variables upon the exchange rate. The 
approximation is still crude, since we shall be 
limited to linear regression and correlation anal- 
ysis, but we are able to consider two-to-four in- 
dependent variables instead of one. 

Not all of the relations observed in simple cor- 
relation stand up in multiple correlation analysis. 
Some variables appear to be less closely related to 
X, while others appear more closely related, than 
was the case in simple correlation. The signifi- 
cance of the association varies considerably as the 
combinations chosen for independent variables 
are altered. It is encouraging, however, to find 
that the variables usually emphasized in the 
theory of exchange-rate determination seem to be 
quite closely associated with the Canadian ex- 
change rate. When they are used as the inde- 
pendent variables, changes in relative prices, in- 
come, exports, imports, and capital movements 

1° This relation was observed by S. I. Katz, 


Two Approaches to the Exchange-rate Problem: The 
United Kingdom and Canada, Essays in Interna- 


tional Finance, No. 26, Princeton, 1956. 
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yield significantly high correlation coefficients 
with exchange-rate changes. 

Simultaneous correlations (i.e., with all varia- 
bles taken in the same time periods) yield more 
significant results than are present when lags are 
introduced. This suggests a quicker rate of ad- 
justment to economic changes than is usually 
contemplated. It is, indeed, somewhat surprising 
to find the trade balance or relative prices chang- 
ing in unison with exchange rates, rather than 
leading or lagging for a quarter or two. 

Several combinations of independent variables 
were used, with exchange-rate changes being the 
dependent variable in each case. It was not feasi- 
ble to try all combinations of the independent 
variables, however, even with the aid of a com- 
puter. We tried those combinations which prom- 
ised, on theoretical grounds, to offer the best re- 
sults. The variables from which the various 
choices were made are given below, along with a 
symbol to be used for brevity. The variables are 
more fully defined in Appendix A. The reader 
should remember that all of our series consist of 
quarter-to-quarter changes. 


X Change in exchange rate, Canadian cents per 
U.S. dollar. 
Change in relative wholesale prices, Canada 
and U. S. 
Change in relative consumer prices, Canada 
and U.S. 
Change in ratio of exports to imports, sea- 
sonally adjusted. 
Change in ratio of exports to imports, sea- 
sonally unadjusted. 
Change in relative GNP, Canada and U. S., 
seasonally adjusted. 
Change in Canadian GNP, seasonally adjusted. 
Change in Canadian GNP, seasonally unad- 
justed. 
Short-term capital movement, in Canadian 
dollars. 

SC Change in Short-term capital movement. 

L_ Long-term capital movement, in Canadian 
dollars. 


It would be tedious to analyze in detail the re- 
sults of all of the combinations used. We tried 
twenty-eight different sets with exchange-rate 
changes as the dependent variable. These are 
shown in Appendix B along with the multiple 
correlation coefficients. In what follows we will 
examine two specific combinations in some de- 
tail, and comment on the effects of altering them 
in various ways. 
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First let us consider a case with four independ- 
ent variables: (P., T., Y., C). The absence of 
time subscripts indicates that all variables were 
taken in the same time period. The regression 
equation is: 


X = 63.483 + .662 P. — .110 T, 
— .187 ¥, + .0026C. 


The multiple correlation coefficient (.872) is 
highly significant (F-test), and the true correla- 
tion is estimated to be 0.707 or better with a prob- 
ability of .95. Approximately 76 percent of the 
variation in the exchange rate is accounted for by 
the linear relationship with P,, T., Y., and 
= (.872)? = .76). The standard error of 
estimate indicates that the regression equation 
yields estimates of X which vary from the actual 
changes in the exchange-rate by 0.72 or less in 
two-thirds of the observations. 

Having observed that our independent vari- 
ables are closely and significantly associated with 
exchange-rate changes, we now wish to determine 
which independent variables are responsible for 
the greatest portion of the explained variation in 
X. Significance tests of the partial regression co- 
efficients indicate that P, and 7, are largely 
responsible for the close relation observed. The 
partial regression coefticients for Y, and C are not 
significant at the .05 level, while those for P, and 
T, are significant at the .01 level or lower. 

A similar conclusion is indicated by the 
“standard partial regression coefficient.’ These 
are as follows: 

Standard partial regression coefficients are: 


= .466 
’T. 449 
= .229 
. 263 


The higher values indicate a greater relative 
strength in the relationship with the dependent 
variable, X. 

It thus appears that the relative strength of 
the relation between X and two of the inde- 
pendent variables (P,, and 7’,) is greater than for 
the other two (Y, and C). This suggestion may 


11 G. W. Snedecor, Statistical Methods (5th Ed.; 
Ames: Iowa State College Press, 1956), p. 416. The 
standard partial regression coefficient, 5,’ = 
b./2z2/Zy.4, provides a rough measure of the 
relative strength of the relation between the de- 
pendent variable and each of the independent 


variables. 
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be further investigated by replacing Y, with B, 
or B,. Such substitutions prove to have little 
effect upon the several statistical measures used 
to analyze the relationship. For example, when 
Y, is replaced by B, , the multiple correlation co- 
efficient drops only slightly (from 0.872 to 0.866), 
the partial regression coefficients remain signifi- 
cant, if slightly less so, and the standard error of 
estimate rises from .72 to .73. 

Having concluded that the presence of an in- 
come variable does not greatly improve our 
ability to account for changes in the exchange 
rate, the next step is to drop it. The result bears 
out the expectation—none of the statistical 
measures of significance, association, or closeness 
of fit is much affected. (See sets 8, 9, 10, App. B.) 

We then examined the effect of replacing the 
variable C, short-term capital. As with Y, the 
substitution of AC or L for C affects the regression 
analysis very little. However, the use of L instead 
of C in our original combination does improve the 
picture slightly. It yields the highest R (.879) of 
all the sets, the standard error of estimate falls 
slightly, the partial regression coefficients are all 
significant at the .05 level and two of them at the 
001 level, and 77 percent of the variation in X is 
accounted for by the linear relationship. All 
measures of the relative importance of the inde- 
pendent variables continue to indicate that in- 
come and capital movements are less important 
than P, and T, , however. 

The elimination or replacement of P, and T, 
has a greater effect upon our results than has been 
observed for similar changes in ¥, and C. The 
use of consumer prices (P,) in place of P, brings 
a decrease in explained variation from 76 percent 
to 61 percent, and the partial regression coefficient 
of P, with X is not significant. The standard er- 
ror of estimate also rises (to over nine-tenths of a 
point, compared to seven-tenths). Similarly, the 
replacement of 7, with 7, adversely affects the 
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closeness of the estimates of X, the degree of 
association, and the level of significance of the 
partials. 

The above results suggest that P, and 7, are 
strongly related to X. A regression analysis was 
therefore made with [P., 7] as independent 
variables, X the dependent. The regression equa- 
tion is: 

X = 24.847 + 862 P,. — .112T7., 


with R = .812, significant at the .001 level. The 
true correlation is estimated to be .650 or better 
with a probability of .95. Both partial regression 
coefficients are highly significant, but the stand- 
ard error of estimate is now 0.82 (compared to .72 
with four independent variables). The relation 
between P, and X appears to be stronger than 
the relation between 7, and X. Both standard 
partial regression coefficients are high, but the 
one for P, is appreciably above the other. 

The extent to which the estimation of X is 
improved by the addition of variables is shown in 
Table Il. It will be observed that the addition 
of C and Y, do not greatly improve the results 
obtained with P, and 7, as the independent vari- 
ables. Other sequences could be shown, but no 
other pair of independent variables was found to 
furnish as good an explanation of X as do P, and 
Te. 

The introduction of lags failed to improve the 
relations observed. It might be expected that a 
change in prices this period would be associated 
with changes in the exchange rate next period, but 
our results do not bear out such an expectation. 
No matter which variable is leading and which is 
lagging, the results are less significant than those 
obtained when the variables are taken in the same 
period. For the two sets of independent variables 
discussed above, the introduction of a one-quarter 
lag in the exchange rate appreciably reduces the 
goodness of fit. 


TABLE II 


INFLUENCE OF ADDED VARIABLES 


Independent 


Dependent 


Correl. Coeff. 


Stand. Error of | 


Variance (R*) Estimate 


Explained 
| 


| 
| 
| 


Zz 

x | Te 548 | —.13 
x Pe, T. 812 66 | $2 | | 
xX 845 71 .66 —.09 
xX Po, Tes € .872 .76 72 |  .66 -.11 
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The same result is obtained when a “sticky” 
variable, such as 7,, is taken as the dependent 
variable. The following tabulation indicates the 
findings: 

Dependent variable Independent variables 
(1) T. Pos 
(2) (t — 1), X (t 1) 
(3) i) 
(4) (t— 1), X 


Comparison of (1) and (2) inclines one to reject 
the hypothesis that “this quarter’s changes in 
prices and the exchange rate lead to changes in 
next quarter’s exports and imports.” On the 
whole, better results are obtained when all vari- 
ables are taken in the same time period. 

The results we have described reveal signifi- 
cantly close relationships between exchange-rate 
changes and several other variables. That such 
relations appear in data of quarterly changes is 
perhaps surprising. Sensitive and speedy eco- 
nomic adjustments are implied by the timing of 
the changes. In view of the widely held belief that 
domestic price levels are autonomous, or at least 
determined by internal considerations in a full- 
employment world, it is interesting to find no 
evidence that price changes lead exchange-rate 
changes. What evidence there is goes the other 
way, ie., it indicates that exchange-rate changes 
precede price changes. 

It is often held that a fluctuating exchange- 
rate system puts the burden of adjustment on the 
exchange rate, leaving the domestic levels of 
economic activity largely unaffected. Our results 
suggest a greater degree of interaction between 
the exchange rate and economic variables in each 
economy than is usually contemplated. 

As a final comment in this part, it should be 
noted that the relation between income and the 
exchange rate remains indefinite. No clearcut 
empirical relationship between the two emerges 
from this study. In view of the prominent place 
of income changes in the modern theory of ex- 
change-rate and balance-of-payments adjust- 
ment, that is somewhat puzzling. 

IV 

The Canadian exchange-rate will tend to be 
stable if, when the external value of the Canadian 
dollar is rising, an outflow of short-term capital 
takes place, since this outflow will moderate the 
exchange-rate change. Similarly, the exchange 
rate tends to be stable if, when the external 


value of the Canadian dollar is falling, an inflow 
of short-term capital occurs. When capital move- 
merits tend to reverse the direction of the ex- 
change rate we will call them “stabilizing”; when 
they accentuate exchange-rate movements we 
will call them “destabilizing.”’ 

If short-term capital movements are stabilizing, 
we expect our variable X to be positively cor- 
related with C. That is, if X > 100 (indicating a 
fall in value of the Canadian dollar), we expect C 
to be positive (indicating an inflow). If X < 100, 
we expect C to be negative. 

Our findings tend to bear out this expectation. 
The simple correlation coefficient for X and C is 
+.6718, significant at the .001 level. The regres- 
sion equation is: X = 99.783 + .0067C. That is, 
a short-term capital inflow of $100 million is 
accompanied by a decrease in value of the Cana- 
dian dollar (X = 100.453), or a short-term 
capital outflow (--$100 million) is accompanied 
by an increase in value of the Canadian dollar 
(X = 99.113). The slope of the regression equa- 
tion indicates that X will change by about two- 
thirds of one percent for each $100 million change 
in C. 

The results of multiple regression also indicate 
stability. The partial regression coefficient for C 
is positive in all cases, although its size varies as 
different variables are held constant. The results 
follow: 

Other Variables Held Constant Value of b. 
+ .0026 
Po, Te, Be + 0027 
+. .0029 
P. + .0164 
T. + .0054 
+ .0051 


The above discussion implicitly assumes that 
exchange-rate change is the independent variable, 
short-term capital movement the dependent vari- 
able. On that assumption, ceteris paribus we ex- 
pect a fall in the value of the Canadian dollar to 
lead to an inflow of short-term capital (if X > 100, 
C > 0). On the other hand we can treat C as the 
independent variable. Then an autonomous inflow 
of short-term capital will tend to cause a rise in 
the value of the Canadian dollar (if C > 0, 
X < 100). The two sequences imply different 
relations between the two variables. To draw any 
conclusion about stability we are forced to choose 
one causal sequence or the other—a choice we are 
reluctant to make. In this connection the results 
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of introducing lags may be relevant. As may be 
seen in the following figures, X and C are most 
closely related when both variables are taken in 
the same periods, i.e., without lags. 


Variables r 
x,C .672 yes 
X (¢-1),C 543 yes 
X,C (¢- 1) 165 no 


When short-term capital movements are lagged 
one quarter, the correlation coefficient drops from 
.672 to .543, but remains significant. When ex- 
change-rate change is lagged one quarter, the 
correlation coefficient drops to .165, and is not 
significant. 

This may be regarded as weak evidence that 
exchange-rate changes lead to short-term capital 
movements, rather than the other way round. It 
is on that basis that the correlation results imply 
stability in the exchange market. 

A second “‘test’’ of stability involves the rela- 
tionship between exchange-rate changes and 
changes in the ratio of exports to imports. Here 
again we have two sequences whose implications 
are contradictory. If we assume that X is the 
independent variable we will expect a fall in the 
value of the Canadian dollar to cause exports to 
rise and imports to fall, thus causing the export- 
import ratio (7 = E/M) to rise. That is, if X > 
100, we expect 7’ > 100. If consumers and traders 
do not react in this way—if they regard the fall 
in the Canadian dollar as a signal for further 
falls—they will decrease exports and increase 
imports. Such a response would indicate an un- 
stable exchange market. 

However, if we instead assume that T is the 
independent variable, we get a different relation. 
An autonomous increase in exports (which in- 
creases the export-import ratio) will tend to 
strengthen the Canadian dollar. That is, if 7 > 
100, we expect X < 100. 

The results of simple correlation of X and T 
are as follows: 


Varsables r 
— .548 yes 
1), +.118 no 
X, T. (¢ — 1) — .707 yes 
Be —.414 no 
X, T. (¢ — 1) — .566 yes 
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The negative correlation coefficients suggest that 
the second of the two sequences is the more rele- 
vant—namely, that 7’ is the independent vari- 
able, X the dependent. This conclusion is rein- 
forced by the results obtained when lags are 
introduced. When X is lagged one quarter, the 
value of r rises from —.548 to —.707; while if 
T. is lagged one quarter, the value of r is only 
+.118, which is rot significant. 

If we nevertheless assume X to be the inde- 
pendent variable, our expectation of a positive 
correlation between X and T is not borne out. 
The simple r is negative (—.548) and the regres- 
sion equation is: X = 113.047 — .134 T, . These 
results are inconsistent with the hypothesis of a 
stable exchange market under the assumption 
that X is independent. However, instead of in- 
ferring instability, it seems more reasonable to 
assume that 7 is the independent variable. There 
is then no basis for inferring an unstable ex- 
change market. 

The results of multiple regression are consistent 
with the above analysis. The partial regression 
coefficient for T., is negative in all cases, and it 
does not vary much as different variables are held 
constant. Some results are given below: 


Other Variables Held Constant Value of °T, 
Pe, Y.,C —.110 
Pe, Ye, L — .134 
—.107 
— .091 
—.112 
Fa, € —.105 


The third “test” of stability involves the rela- 
tion between prices and exchange rates. If Cana- 
dian prices rise proportionately more than U. S. 
prices, the Canadian dollar will tend to fall in 
value (X > 100). If consumers and traders re- 
gard the depreciation of the Canadian dollar as a 
signal for further depreciation, and if they there- 
fore anticipate a continued fall, then the change 
in the exchange rate will be larger than the ac- 
companying change in relative prices. Such a be- 
havior pattern would produce an unstable ex- 
change market, as is well-known. 

In terms of our variables, a stable exchange 
market is indicated if (1) P.. and X are positively 
correlated and (2) price changes are associated 
with proportionately equal or smaller changes in 
the exchange rate. On the other hand, if changes 
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in the exchange rate are proportionately much 
larger than price changes, instability is indicated.” 

We saw in Part I that X and P, are positively 
correlated. If P, is designated as dependent, its 
regression on X is given by the equation: P, = 
52.505 + .4742 X. This indicates that the ex- 
change rate changes proportionately more than 
relative prices—a one percent change in X is 
accompanied by a change of less than one-half 
of one percent in P,. 

No inference of instability will be drawn from 
this evidence, however, because it is not con- 
clusive. If the regression is made the other way, 
with X as the dependent variable, the equation 
is: X = 4.039 + .958 P... Now the rates of 
change in X and P, are almost equal, implying 
stability. 

The difference arises because the correlation 
between X and P, is no higher than it is (r = 
.674), but it is enough to leave the issue in doubt. 
If anything, the balance is in favor of the con- 
clusion that this test indicates stability . 

This conclusion is also indicated by the results 
of multiple regression. The partial regression co- 
efficient for P,. is positive in all cases, and it is 
generally lowered when one or more other vari- 
ables are held constant. 

Some results are given below: 


Other Variables Held Constant Value of Py 


Te, .662 
T.,C 666 
T. . 862 
Cc .633 


These results may be interpreted to mean that, 
when the influence of other variables is allowed 
for, the changes in X are smaller than the accom- 
panying changes in P,, . This finding is consistent 
with the hypothesis of a stable exchange market. 

None of our tests is strongly suggestive of 
instability. In fact, the results are disappoint- 


12 It is difficult to say exactly how much larger 
exchange-rate changes must be for instability. Be- 
cause of the greater sensitivity of exchange rates, 
the a priori expectation is that exchange-rate 
changes will be somewhat larger than price 
changes, and only if the differential change exceeds 
some level would an interpretation of instability 
be made. Perhaps it would be better to infer in- 
stability when the rates of change diverge in some 
degree. Fortunately, we need not pursue this 
question because exchange-rate changes did not 
much exceed price changes in the period studied. 


ingly inconclusive either way, although there is 
some evidence on the side of stability. Short-term 
capital movements are consistent with stability 
on the assumption that exchange-rate changes are 
the causal factor. Changes in the export-import 
ratio appear to lead rather than follow the ex- 
change rate. In any event, we found no evidence 
that traders were responding ‘‘perversely” to 
exchange-rate changes, as European traders are 
said to have done at certain periods in the 1920's." 
Finally, while exchange-rates and prices change 
in the expected directions, there is no evidence of 
the exaggerated exchange-rate changes that 
would indicate instability. 

The absence of large swings in the exchange 
rate is also some indication that the market is 
stable in the sense used here. Quarterly fluctua- 
tions were depicted in Figure 1, above. The ampli- 
tude of fluctuation (highest rate-lowest rate/ 
average) has not exceeded 3.7 percent in any 
quarter. Such mild fluctuations are not likely to 
be very upsetting to traders, as the greater fluc- 
tuations of the 1920's are said to have been. 

During this eight-year period, the Canadian 
dollar has in fact been remarkably stable. From 
this evidence we may conclude that forces making 
for stability are present in this exchange market. 
Modest movements in the Canadian dollar seem 
related in a quite sensitive way to changes in 
relative prices, the volume of trade, and capital 
movements. Indeed these relations are closer and 
more sensitive than might have been expected. 
Certainly the emphasis in financial journals on 
long-term capital movements needs to be supple- 
mented by consideration of relative price changes. 

In another sense, however, we cannot reach a 
conclusion about stability. So far, no very large 
change in relative price levels (or in the other 
variables) has occurred, and the market has not 
had to adjust to a major disturbance. Its sensi- 
tivity to small changes conceivably could turn 
out to be a disadvantage, since it could be highly 
sensitive to perverse expectations if the occasion 
ever arose." 

18 League of Nations, /nternational Currency Er- 
perience (Princeton: Princeton University Press, 
1944), Ch. 5. 

1¢ At the time the computations reported in this 
aa were begun, the latest figures available were 
or the second quarter of 1957. Because of compu- 


tational problems, no effort has been made to in- 
corporate subsequent data. 
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QuaRTERLY CHANGES IN CERTAIN VARIABLES* 


1956 


1957 


| Exchange a | Consumer 

Rate - | Prices 
Mo. (X) my (Pe) 

(Pe) (3) 


Rel. | Change Can. 

E/M E/M | L-T Can. Inc 
| (adj.) (unadj) | Capital Capital | (unadj.) 

(4) 


| 


9 100.4 | 99.7 
12 | 100.9 | 100.7 


6 | 98.2 | 100.2 
9 99.6 99.3 100.2 
12 98.3 99.6 100.4 


3 | 99.6 99.7 99.3 
6 | 99.7 99.3 99.8 


Sources: 


(1) Exchange rates 
(2) Wholesale prices 


Federal Reserve Bulletin. 


(3) Consumer prices 


9S 


* For description of each series, see notes at end of table. 


bor Statistics, ‘“Consumer Price Index,’’ 
(4), (5) Exports and imports of goods and services—Canadian Statistical Review and National Ac- 
counts, Income and Expenditure by Quarters, 1947-52, Ottawa, 1953. 
(6), (10), (11) Gross national product 
Income and Expenditure by Quarters, 1947-62. U.S., Dept. of Commerce, Survey of Current Business. 


(7), 


(8), (9) Capital movements 


3 | 101.4 | 101.2 
2} 106.5 | 100.5} — 6 | 91 102.9} 118.3 
6! 90.5 | 100.4 | +147 | +153 118 101.9 89.2 

92.2 | 102.3; +201 | + 54| 162 | 92.5 
99.1 | 101.5] + 44 | —157! 391 | 102.9) 111.8 
8 | 113.1 | 100.9} —130 | —174) 334 | 102.3 | 121.4 
91.4 2| — 57 |+ 73] 427 | 102.4] 89.0 


| 100.: 


6 95.6 98.5} + 81 | +138 326 99.2 89.7 
3 97.2 98.9 | + 61 —- 2 461 100.1 | 108.8 


I.M.F., International Financial Statistics. 
Canada, Dominion Bureau of Statistics, Canadian Silatistical Reviews; U.S., 


Canada, Canadian Statistical Review; U.S., Dept. of Labor, Bureau of La- 


Series A-1 (Mimeo.). 


Canada, Canadian Statistical Review and National Accounts, 


Canada, Dominion Bureau of Statistics, The Can. Balance of Pay- 
ments (annual). 1957 figures from Quarterly Estimates of the Canadian Balance of Payments, 3rd Quarter. 
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| 
Yr. | 
‘ 
1951! 6 | 101.5 | 101.7 | 102.1 | 97.7| 95.2 | 102.4 | +137 | + 15 | 215 | 104.5) 111.3 ‘ 
9 | 98.9 | 100.3 | 101.8 | 111.7 | 123.3 | 96.2) 17 | -154| 82 | 97.7| 124.5 
12 | 96.4 | 98.9} 100.1 | 118.1) 115.5 | 99.6 | —362 | | 226 | 101.1 | 82.7 
| 
| | | | | | | J 
1952) 3 | 97.1 | 98.2} 99.6 | 97.1| 93.2 | 103.5) —155 +207} 127 | 104.1) 94.2 
| 6 | 98.7 99.1 | 98.3 | 103.5 | 100.1 | 100.3 | —217 | 173 | 100.7 | 107.0 
| 9 | 98.6 | 97.6) 99.5 | 94.5 | 102.3 | 99.7) -1388 |+79| 63 | 101.2| 129.2 the 
| 12 | 101.1 | wind 99.7 | 04.6 | 96.4 | 100.7 | —104 | + 34 | 87 | nek 84.1 Je 
| | | | | | 
1953, | 101.1 | 100.00, 99.5 | 93.9 | 8.2 | 99.8) — 33 | 216 | 100.9| 92.2 ar 
6 | 101.2 | 100.3) 99.3 | 99.3) 101.4 | 99.2) +156 | +189) 42 | 100.8| 108.9 
| 9 | 98.7 | 98.5 | 100.5 | 105.6 | 112.8 | 101.8 | ~115 | —271 | 135 | 101.5 | 125.2 
12 | 99.3 | 98.8 | 100.0 | 96.8 97.9 | 102.6 | —166 | —51| 215 | 100.1 82.6 
| | | 
| - | 
1954, 3 | 100.6 | 99.5! 99.8 | 97.1] 88.5 | — 8 | + | 260 | 89.6 
| 6 | 99.9 | 100.0 | 100.2 | 103.1 | 103.2 100.4 | + 68 | +151 | 127 | 100.6} 110.6 
9 | 99.1 | 98.9] 100.9 | 101.1) 114.2 | 100.2} — 63 | -131| 43 | 100.6} 112.8 
| 12 | 99.6 | 100.5 | 100.1 | 99.6] 93.6 | 100.4 | 40 +23 | 120 | 102.5| 92.7 
1955 3 | 101.8 | 100.4} 99.5 | 98.9| 93.2 | 100.2 | +102 | +142] 83 | 103.3| 92.0 
| 6 | 100.3 | 100.3) 99.8 | 101 vee 
| | 100.4 94 
| 100.3 | 96 Was 
| | 
63 «100.0 | 99.5) 99.6 | 
101 
| 97 
| 
‘ 
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DESCRIPTIVE NOTES 


Col. 
(1) Exchange rate (X) is expressed in Canadian 


cents per U. S. Dollar. The figures shown 
represent the ratio of the current exchange- 
rate to the exchange-rate three months ear- 
lier: 


X(m)/X(m — 3). 


Wholesale prices (P.). The numbers in this 
series represent the quarterly change in Ca- 
nadian wholesale prices relative to the change 
in U. 8S. wholesale prices. The U. S. is treated 
as the ‘‘rest of the world.’’ The first figure, 
101.7, thus indicates that Canadian prices 
rose 1.7 per cent in comparison to U.S. prices 
during the second quarter of 1951. The for- 
mula is: 
Can. prices (m) U.S. prices (m) | 


> — 


Can. prices (m — 3) U. 8. prices m — 3) 


(3) Consumer prices (P.). This series is con- 


structed in the same way as (2) except that 
consumer price indexes are used for Canada 
and the U.S. 

Export-import ratio adj. (T.). The numbers 
in this series represent the quarterly change 
in the ratio of Canadian exports (value) to 
Canadian imports (value). Both exports and 
imports are adjusted for seasonal fluctuation. 


The formula is: 


Value of Canadian Exports (q) _ 
Value of Canadian Exports (q — 1) 


Value of Can. Imports (q) 
Value of Can. Imports (q — 1) 


(5) Export-import ratio, unadj. (T,). Same as 


(4), except that no seasonal adjustment has 
been made. 


(6) Relative income adj. (Y,). The numbers in this 
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series represent the quarterly change in Cana- 
dian GNP relative to change in U. 8S. GNP. 
Both figures are adjusted for seasonal fluctua- 
tion. The formula is: 


_ Can. GNP (q) 


Can. GNP (q — 1) 


Short-term capital (C) is the dollar amount 
(in millions) of short-term capital appearing 
in the Canadian balance of payments for the 
quarter concerned. The actual! items included 
are ‘change in Canadian dollar holdings of 
foreigners,’’ ‘‘change in official holdings of 
gold and foreign exchange,’’ and ‘‘other capi- 
tal movements.’’ The last category is defined 
to include ‘‘a wide variety of transactions 
including changes in loans and advances out- 
standing, in inter-company accounts and ac- 
counts receivable and payable, and in pri- 
vate, commercial and banking balances and 
short-term investments abroad.’’ (The Ca- 
nadian Balance of Payments, 1958, Dominion 
Bur. of Stat., Ottawa, 1954, p. 23.) 

Change in short-term capital (AC). This series 
is the same as (7) except that it is the 
change in the flow of short-term capital from 
one quarter to the next. 

Long-term capital (L) is the dollar amount 
(in millions) of long-term capital appearing 
in the Canadian balance of payments for the 
quarter concerned. It includes both direct 
and portfolio investment, and is taken on a 
net basis. 

Change in Canadian income, adj. (B,). The 
numbers in this series represent the ratio of 
Canadian GNP in the current quarter to Ca- 
nadian GNP in the preceding quarter, ad- 
justed for seasonal fluctuation. (Can. GNP 
(q)/Can. GNP (q — 1).] 

Change in Canadian income, unadj. (B,). 
Same as (10), except that no seasonal adjust- 
ment has been made. 
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APPENDIX B 
Mu ttipLe CorreELaTION 
Dependent Variable: Exchange-rate Changes 


— Standard Error 
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CREDIT AVAILABILITY, INTEREST RATES, AND MONETARY POLICY 


JACK GUTTENTAG* 
Federal Reserve Bank of New York 


One important strand of the new theory of 
monetary control (sometimes called the “avail- 
ability doctrine’’) is the argument that the effec- 
tiveness of monetary policy does not depend solely 
on changes in interest rates and the impact of 
rate changes on the demand for loanable funds. 
Changes in the availability of credit, it is alleged, 
can reinforce the effects of changes in the rate of 
interest. This theory has been criticized on the 
grounds that changes in availability, if they occur, 
are bound to be temporary and are therefore of 
no great consequence in stemming (or stimulat- 
ing) the demand for loanable funds. A further 
possibility—one curiously neglected by the critics 
of the availability doctrine, although it appears 
to have been much in the minds of earlier writers 
on credit rationing—is that changes in credit 
availability might be in a direction to offset rather 
than to reinforce the effects of changes in interest 
rates. 

This paper advances the hypothesis that nor- 
mally movements in credit availability and in- 
terest rates will reinforce each other (when rates 
increase, for example, credit will become 
“tighter”’), but that under certain conditions 
availability may move perversely, that is, to off- 
set changes in interest rates; this is the paradox 
of “easy money and tight lenders” (or tight 
money and easy lenders). Theoretical explana- 
tions are offered for both the normal] relationship 
between rates and availability, and for the para- 
dox. 

The exploration of this problem requires, as a 
preliminary step, a clarification of the meaning of 
“credit availability.” The term clearly is related 
to the process of noninterest-rate credit rationing 
by lenders but the nature of the relationship be- 
tween availability and rationing, as well as the 


* The author wishes to express his gratitude to 
the following persons for helpful suggestions on 
this paper, without committing them to any part 
of the argument: James W. Angell, Robert Lind- 
say, Lawrence S. Ritter, Ira O. Scott, Jr., Albert 
M. Wojnilower, and Kenneth M. Wright. Needless 
to say, the views expressed are not necessarily 
those of the Federal rve Bank of New York. 


most useful way of conceptualizing it, has been 
obscure. This paper presents a view of credit ra- 
tioning which appears to clarify the meaning (or 
meanings) of credit availability and which lends 
itself to analytical treatment of the relationship 
between changes in availability and changes in 
interest rates. 


I. CREDIT RATIONING 


An exceptionally lucid statement on the sub- 
ject of credit rationing was given by Paul Samuel- 
son in his 1952 testimony before the Patman 
Committee.' This statement bears quotation at 
length, since the views expressed appear to be 
widely shared.? 

According to this argument, if you change the 
terms of Government bonds—and that is all you 
can do to an individual bank by open market oper- 
ations, for you have no other control over him— 
what he will do is not post a sign outside his doors 
saying ‘I am going to raise my interest charges.’ 
But, on the contrary, for a while at least, he might 
hold the same interest charges, but he is going 
to be more choosey in that margin of to whom he 
makes the loan. In other words, he rations out 
credit. 

... this is not the type of thing that an adherent 
of quantitative credit control ought to point to 
with great pride if the basis of his sponsorship of 
quantitative credit control is that it avoids ar- 
bitrary rations and fiats and is impersonal. 


I think this contractionary effect is greatly 
exaggerated because once you put the focus on 
the imperfect competition aspects of the problem, 
you must appraise them . . . over a period of time. 

Now, it is unthinkable that over a period of 
time, of a few months, let us say, or of over a year, 
or more than a year, that a banker should act so 
irrationally that when credit is scarce he will 


1 Monetary Policy and the Management of the 
Public Debt, Hearings before the Patman Sub- 
committee on General Credit Control and Debt 
Management, Joint Committee on the Economic 
Report (Washington: Government Printing Office, 
1952), pp. 695-7. 

?1 have taken the liberty of rearranging the 
order of some of the paragraphs in order to pre- 
serve the continuity of the argument. 
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hold his rates perfectly inflexible, and arbitrarily 
make trouble for himself by refusing solid citizens 
in the community, and some who think they are 
solid citizens, credit, and thereby bring upon him- 
self all the troubles that come from rationing. 

On the contrary, it seems to me that after 
the shortest run, what he will do will be what 
any normal prudent commercially minded man 
would do; namely, if a thing is in short supply, he 
will gradually raise the interest charges on it, and 
let the higher price help him do the rationing. 


What I mean is the following: The extra tight- 
ness of rationing that the central banker can in- 
duce by his ordinary operations will disappear 
after a few months and be replaced by a firming of 
interest charges and a return to normal stringency 


of rationing... 


In brief, this statement asserts that credit ra- 
tioning is essentially arbitrary in its impact on 
borrowers. Furthermore, although the “‘normal 
stringency of rationing”’ reflects rational behavior, 
an “extra tightness of rationing’ which persists 
for more than a short period reflects irrational 
behavior. Hence, such changes can only be 
temporary. This view of rationing is unsatis- 
factory for a number of reasons and I will refer 
back to i¢ at several points below 

In this paper I present a different view of ra- 
tioning, one which can be treated analytically 
with tools of the type familiar to economists. This 
view is based on the assumption that rationing 
essentially reflects rational behavior and that its 
application to borrowers is not arbitrary; indeed, 
it may be completely impersonal. Implied by our 
view is that changes in the severity of rationing 
are consistent with rational behavior and that 
such changes may persist indefinitely. 

The key to what I consider to be a more realistic 
and useful view of credit rationing is the nonprice 
terms of a loan transaction. Economists have long 
recognized that loan transactions usually have 
many dimensions in addition to the price di- 
mension but the full implications of this have not 
been fully explored. It has not generally been 
realized that these terms may constitute the core 
of the rationing process. 

Lending terms may be defined as characteris- 
tics of the loan transaction (including character- 
istics of the borrower) which bear on both the risk 
(or liquidity) of the loan, and on the amount of 
credit the borrower can obtain or use effectively. 
Both the supply and demand for credit can be 
considered as being functionally related to lend- 
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ing terms. When the supply of credit is a positive 
function of a given term, the demand will be a 
negative function of that term, and vice versa. 
The general reason for this is that any change in 
terms that makes it easier for borrowers to qualify 
for credit, or that makes it possible for borrowers 
with given qualifications to obtain more credit, 
ceteris paribus also increases the risk to, or reduces 
the liquidity of, the lender. This can be illustrated 
by a brief discussion of three important lending 
terms. 

(a) Equity-to-Debt Ratio. It is commonplace 
that the borrower’s equity provides the lender 
with some (in many cases his principal) protection 
against loss from default. On an unsecured loan, 
it is the borrower's overall equity position which 
is relevant, usually measured by the ratio of total 
equity to total debt. On a secured loan it is the 
down payment (the margin between the size of 
the loan and the value of the collateral) that is 
relevant, usually measured by the ratio of down 

ayment to value. In general, the supply of credit 
is a positive function of these ratios since the 
larger the borrower’s own investment or equity 
relative to his borrowed funds, the less the risk 
to the lender that adverse circumstances will re- 
duce the value of the collateral below the out- 
standing principal of the loan and lead to default. 
The demand for credit tends to be a negative func- 
tion of these ratios because of the existence of 
“marginal” borrowers for whom equity or down 
payment requirements represent an effective con- 
straint on borrowing and spending. 

(b) Maturity. In general, the supply of credit 
is a negative function of the loan maturity be- 
cause risk usually is considered smaller at shorter 
maturities, for reasons similar to that noted above 
with reference to equity-to-debt ratios. If a loan 
is amortized, the borrower’s equity is built up 
more quickly when the maturity is short, with a 
correspondingly smaller possibility (after any 
given period of time) that adverse circumstances 
will wipe out his equity. Even where loans are not 
amortized, a similar consideration applies since 
in a shorter period there is smaller chance that 
unforeseen developments can adversely affect the 
borrower’s solvency or ability to repay. A shorter 
maturity is, of course, also preferred by some 
lenders because of its greater liquidity. The de- 
mand is greater at longer maturities because on 
amortized loans the recurring payment needed to 
amortize a loan of any given size is smaller (this 
consideration appears to be of particular im- 
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portance in the case of residential mortgage loans 
and is partly related to the relevancy of debt 
service-to-income ratios discussed below). Where 
there are sinking fund provisions, the recurring 
addition to the sinking fund is smaller. Even if 
there are no amortization or sinking fund pro- 
visions a more remote date of repayment en- 
courages greater use of credit, since the borrower 
must make some provision to repay (by building 
up cash balances, for example) and the more re- 
mote the date of repayment the less is the burden 
involved in such provisions. 

(c) Debt Service-to-Income Ratio. A third term 
of importance in many types of lending is the 
relationship between the borrower's income (cur- 
rent or expected) and the recurring payment of 
principal and interest needed to discharge a loan 
over its life. This ratio is important in mortgage 
loans as well as in term loans to business. The 
supply of credit can be considered a positive func- 
tion of this ratio because risk is smaller when 
debt service is amply covered by actual or antici- 
pated income. The demand for credit is inversely 
related to this ratio because of the marginal de- 
mand exercised by some borrowers for whom 
debt service requirements represent an effective 
constraint on borrowing and spending. 

The list of lending terms could be extended in- 
definitely. This discussion suffices, however, to 
illustrate the point that where the supply of credit 
is a positive function of a loan term, the demand 
will be a negative function of that term, and vice 
versa. 

The rationing process may be viewed as the 
application of an array of noninterest rate lending 
terms. Since credit rationing is a pervasive phe- 
nomena in the private sector of the capital mar- 
ket, it can be assumed that one or more lending 
terms are relevant to all loan transactions involv- 
ing private parties. In this view the credit ration- 
ing process is completely described once account 
is taken of all relevant terms. There is no need 
to assume that lenders set arbitrary limits on the 
amount of credit they will extend since the pre- 
vailing terms and a borrower’s characteristics 
automatically determine the volume of credit for 
which any borrower qualifies. 
~ 8 If the borrower has other recurring obligations 
in addition to that involved in the loan, these will 
generally be taken into account. In the case of 
home mortage loans, for example, the recurring 
expense is generally taken to include costs of 
maintenance, utilities, etc., as well as interest and 
amortization. 
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In the remainder of this paper it will be con- 
venient to concentrate on one of the terms dis- 
cussed above, namely, the maturity (M) which 
may be used to represent all the characteristics of 
loan transactions or of borrowers which bear on 
risk or liquidity. (No significance should be at- 
tached to the choice of this particular loan term; 
any other term, or some abstract measure of loan 
quality, would do as well.) We assume, in other 
words, that both the supply of and demand for 
credit are functionally related only to the ma- 
turity and to the interest rate, so that the inter- 
action of demand and supply can be said to de- 
termine a market maturity just as it determines 
an interest rate.‘ If we go further and abstract 
from the interest rate (we may assume that the 
rate is fixed by law), the determination of the 
market maturity can be visualized diagram- 
matically in a manner analogous to the determina- 
tion of the interest rate. Assuming the relevant 
supply and demand functions are D and S in 
Figure I, the equilibrium maturity is 18 years and 
loan volume is A dollars.* 

Let us assume that the demand curve in Figure 
I shifts to the right, so that the equilibrium ma- 
turity is reduced to 15 years, that is, there is an 


‘ That only one maturity prevails in the market 
is an assumption even less realistic but just as 
necessary (and useful) as the assumption that 
there is but one interest rate. 

5 Note that for convenience (in order to obtain 
the customary slopes of the supply and demand 
curves), the scale on the vertical axis has been 
reversed. 
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“extra tightness of rationing.” Yet there is noth- 
ing arbitrary or discriminatory about this, since 
all borrowers are subject to the same (shorter) 
maturity. Furthermore, even if the lender is in a 
position to adjust the interest rate upward, either 
in place of or in addition to the reduction in ma- 
turity, there is nothing prima facie irrational 
about the reduction in maturity, since the lender 
is improving the quality of his loan portfolio (and 
presumably his net realized return) by this move. 
This being the case, there is no reason why the 
shorter market maturity need be temporary. It 
could be temporary, of course, and we must look 
at the adjustment in the maturity relative to the 
adjustment in the interest rate before this can be 
ascertained; this is done in Section III. 


Il. THE AVAILABILITY OF CREDIT 


Our discussion of credit rationing makes it rela- 
tively easy to define the “availability of credit.” 
By the availability of credit we mean the com- 
plex of noninterest-rate lending terms prevailing 
in the market at any time. Since we have taken 
the maturity to represent all lending terms (other 
than the interest rate), the prevailing market 
maturity is our shorthand expression for credit 
availability, and a change in availability is repre- 
sented by a change in the market maturity. 

This definition appears to accord with what the 
proponents of the availability doctrine, particu- 
larly spokesmen for the Federal Reserve System, 
have meant by credit availability.* It also is con- 
sistent with the closely related terminology of 
market “‘ease’’ and “tightness.’’ Thus a statement 
such as, for example, “the market has tightened” 
is often used interchangeably with a statement 
that “credit availability has declined”; both state- 
ments can be considered as referring to an in- 
creased restrictiveness of lending terms, repre- 
sented in our model by a decline in the market 
maturity. 

Some analysts, in attempting to add precision 
to the availability concept, have interpreted it as 
being synonymous with the “supply of credit” in 
the schedule sense. Kareken, for example, offers 
this interpretation;’ at the same time he suggests 


* See, for example, the statement of Chairman 
Martin of the Board of Governors in United States 
Monetary Policy: Recent Thinking and Experience, 
Hearings before the Subcommittee on Economic 
Stabilization, Joint Committee on the Economic 
Report (Washington: Government Printing Office, 
1954) 
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that “. . . the term ‘availability’ loses much of its 
novelty if interpreted in this way. . . ,” a judgment 
in which I concur. Obviously if a supply-of-credit 
function is al] that is meant by “credit availa- 
bility,” the term adds nothing to customary ter- 
minology. My view is that this interpretation does 
violence to the meaning of “credit availability” 
which underlies the argument of the proponents 
of the availability doctrine. 

Indeed, it would appear that the failure to 
distinguish between availability as we have de- 
fined it and the supply of credit can only lead to 
confusion—a confusion, incidentally, which is 
similar to that prevalent in discussions of price 
and demand prior to the formulation of the 
demand schedule. Availability refers to a condi- 
tion of the market (as, for example, the market 
maturity) and is influenced by both demand and 
supply. Hence, a decline in credit availability is 
consistent with a stable or even with an increas- 
ing supply of credit if demand is increasing faster. 

One possible source of the confusion between 
availability and supply is the emphasis given in 
the literature on the availability doctrine to the 
operations of lenders. It is frequently stated that 
the older monetary theory emphasized the bor- 
rower whereas the availability doctrine em- 
phasizes the lender. Of course, the fact that 
lenders administer terms does not mean that the 
basic forces underlying changes in availability 
originate on the supply side of the market. On 
the contrary, it would appear that for the most 
part changes in availability originate on the de- 
mand side. 


CHANGES IN CREDIT 4 VAILABILITY 
AND INTEREST RATES 


In this section we explore the relationship be- 
tween changes in credit availability and changes 
in interest rates. The practical importance of this 
question has already been suggested. If, for ex- 
ample, rising or higher interest rates are ac- 
companied by declining or smaller credit availa- 
bility, restrictive actions taken by the monetary 
authorities can successfully curb credit expansion 
even if the demand for credit is inelastic with re- 
spect to the interest rate. On the other hand, if 
changes in interest rates are accompanied by off- 
setting changes in credit availability—a_ pos- 
sibility which cannot be dismissed out of hand— 


Rationing, and the Effectiveness of Monetary 
Policy,”’ The Review of Economics and Statistics, 


August 1957, pp. ‘ 
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efforts of the monetary authorities to encourage 
credit extension during periods of economic con- 
traction and to restrain credit growth during 
periods of economic expansion will be largely 
frustrated. 

It is interesting to note that in his criticism of 
the availability doctrine, part of which was 
quoted above, Samuelson took for granted that a 
change in availability, if it occurred, would be in 
a direction such as to reinforce the effect of changes 
in interest rate. His criticism centered on the 
argument that the change in availability would 
be only temporary, that the normal degree of 
stringency would soon be restored, and that in 
the last analysis the effectiveness of monetary 
policy would depend on the sensitivity of bor- 
rowers to changes in the interest rate. Samuelson’s 
conclusion assumes particular importance because 
of the “official” sanction given it by the Patman 
Subcommittee on general credit control and debt 
management. “Changes in ‘availability’,” said 
the Subcommittee in its final report, “probably 
should be considered largely as transition phe- 
nomena. ...’’® And Tobin, in his well known re- 
view of the Patman inquiry, repeated the argu- 
ment that the crucial question was the persistence, 
not the direction of a change in availability.® It is 
perhaps curious that these observers have neg- 
lected a potentially much more damaging criti- 
cism of the availability doctrine—the possibil- 
ity that changes in credit availability might be 
in a direction to offset (rather than reinforce) the 
effect of changes in interest rates. This possibility 
appeared a number of times in earlier references 
in the literature on credit rationing. We quote 
Scott :!° 


Breit referred to the situation where declining 
rates are accompanied by an increasing strictness 
of rationing, rising rates by a softening of other 
credit conditions. Bissell made a similar reference 
and Goldenweiser spoke of the 1928-29 period 
when ‘‘money was hard but lenders were easy”’ 
and the early thirties when the reverse was true. 


The fact that Samuelson, et al, have taken for 


* Monetary Policy and the Management of the 


Public Debt, Report of the Subcommittee, pp. 32-3. 

* J. Tobin, ‘‘“Monetary Policy and the Manage- 
ment of the Public Debt: The Patman Inquiry,” 
The Review of Economics and Statistics, May 1953, 


. 12. 
” 1° T. O. Scott, Jr., Monetary Policy, The Theory 
of Assets, and the Availability of Credit (unpub- 
lished Ph.D. Dissertation, arceed University, 
1953), p. 78. 


223 


granted that availability and interest rates would 
move in opposite directions may reflect the impact 
on their thinking of post-World War II experi- 
ence. Although quantitative evidence is sparse 
and more data are badly needed, what evidence 
there is suggests that at least over the last decade 
or so, movements in availability and interest rates 
have tended to reinforce each other. During the 
1956-57 period of monetary restraint, for ex- 
ample, there was every indication that rising 
rates were accompanied by declining availability." 
This also was true of the period of restraint ex- 
tending to May 1953, while the subsequent turn- 
about found rates declining and availability in- 
creasing.” 

In addition, a recent study of the post-World 
War II mortgage market shows quite clearly that 
over the 1948-56 period as a whole, movements 
in interest rates and credit availability in this 
market reinforced each other.“ Furthermore, this 
recommends itself to our common sense as being 
in some sense the “normal” state of affairs—if 
credit becomes more costly, should it not also 
become more difficult to obtain? And yet there is 
the testimony to the contrary of the observers 
cited by Scott (based mainly on pre-World War 
II experience). This experience may be considered 
aberrant or paradoxical, but we must nevertheless 
account for it. 

We thus appear to be faced with the following 
questions: 

(a) Is there a general tendency for credit avail- 
ability to change in such a way as to rein- 
force the effects of changes in interest rate 
—that is, will rates and availability move 
in opposite directions? 

(b) If the above question is answered affirma- 
tively, what is the basis for this tendency? 
And does this tendency reflect only a tem- 
porary equilibrium or might it be perma- 
nent? 

(c) If such a tendency exists, what accounts 
for the “paradox” where rates and availa- 
bility move in the same direction? 


1! Federal Reserve Bank of Kansas City, ‘‘In- 
terest Rates and Credit Availability at Commer- 
cial Banks,’’ Monthly Review, February 1957, p. 8. 

18 See the statement of the Chairman of the 
Board of Governors cited in footnote 6, above. 

1% J. Guttentag, Some Studies of the Post-World 
War IT Residential Construction and Mortgage Mar- 
kets (unpublished Ph.D. Dissertation, Columbia 
University, 1958), pp. 112-25. 
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Case 1: A Solution with Fized Interest Rates 


A simple type of analysis that abstracts from 
changes in the interest rate provides some support 
for the expectation that rates and availability will 
move in opposite directions. It can be seen readily 
from Figure I that (given the interest rate) a 
shift in the supply-of-credit schedule results in a 
change in the same direction in availability while 
a change in the demand for credit leads to a 
change in the opposite direction in availability. 
Conversely, we know that when availability is 
held constant a change in the supply of (demand 
for) credit leads to a change in the opposite (same) 
direction in interest rates. There is thus a pre- 
sumption that changes in either demand or supply 
tend to cause interest rates and availability to 
move in opposite directions. 

This approach can be no more than suggestive, 
however. A question arises, if in response to 
changes in demand and supply, both interest rates 
and availability are allowed to change simultane- 
ously, would we expect them to move in opposite 
directions? An approach to an answer requires 
some elaboration of our analytical apparatus. 


Case 2: An Equilibrium Solution 


It is necessary at the outset to distinguish be- 
tween two broad groups of factors underlying the 
supply-of-credit function. There are (a) objective 
factors, such as the volume of funds available to 
lenders, and (b) subjective or expectational factors 
which bear on lenders’ evaluations of the risks 
involved in the specified type of lending. This 
distinction is crucial if correct conclusions are to 
be drawn with respect to the implications of shifts 
in the supply and demand schedules because, as 
will be noted below, subjective factors underlying 
the supply function may be influenced by changes 
in the demand for credit. 
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The subjective factors underlying the supply 
function may be represented by a “risk function,” 
which shows the premium required by lenders 
at every maturity to compensate for the difference 
in risk between loans and a riskless security 
(Figure II). The difference between the interest 
rate and this premium is the “net” or riskless 
yield on loans. Changes in expectations and out- 
look may cause the risk function to shift, for 
example, from R to R’, and the supply function 
will shift accordingly. 

The method used is as follows: We assume that 
lenders allocate a certain fixed sum to be loaned, 
and that the size of this sum is independent of 
the risk function. The terms on which this 
amount is loaned (the interest rate and the ma- 
turity) are set by the interaction of the size of 
this allocated sum, the risk function, and the 
demand, on the assumption that lenders can ex- 
ploit the existing demand in such a way as to 
maximize their “net” yield, that is, the yield net 
of the risk premium. These assumptions make 
possible a determinate solution to the problem of 
how the interest rate and credit availability can 
be established in the market simultaneously, as 
illustrated in Figure III.“ 

In the left panel of Figure III, we assume that 
S, is the sum allocated for investment, and Do , 
, Doo , Des , and are the demand schedules 
at maturities of 10, 15, 20, 25, and 30 years, re- 
spectively (For convenience of exposition, the de- 
mand curves in this model have deliberately been 
drawn parallel.) The relevant risk function is as- 
sumed to be R, , shown in the second panel of Fig- 
ure III. The second panel also shows what may 
be termed “demand-supply-locus” curves; each of 
these curves indicates all the combinations of rate 
and maturity for which the demand is some given 
amount. The curve D,,, for example, shows the 
various combinations of maturity and interest 
rate for which the amount demanded is equal to 
S, Given , D,, , and R, , investors will choose 
the combination of rate and maturity at which 
the vertical distance between D,, and R, is a 
maximum. In this case, the maximum net yield is 


4 In other words, the quantity of credit, which 
is usually one of the determined variables, is de- 
liberately held constant so that the interest rate 
and credit availability can be uniquely deter- 
mined. A more general analysis would vary quan- 
tity as well, in which case we would obtain a locus 
rather than a point solution. 

‘* That is, every point on D,, represents an 
intersection of a demand schedule with S, . 
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Per cent 


Dollars 
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ab, the equil’brium interest rate 7R,, and the 
equilibrium maturity 20 years. 

Consider, now, the effect on the equilibrium 
interest rate and on the equilibrium availability 
of a change in supply, say a shift from S, to S:, 
but with the risk function unchanged.'* A new 
demand-supply-locus curve now becomes relevant 

D,2., which shows the various combinations of 
maturity and interest rate for which the demand 
is equal to S, . If the demand curves are parallel, 
as drawn in Figure III, D,2 will be parallel to Dy, , 
and the new equilibrium interest rate will be 7R, , 
but the equilibrium maturity will be unchanged. 
The net yield remains a maximum at 20 vears. 

In a similar way it can be shown that if the 
demand curves converge at the top, a shift in 
supply will find availability and interest rates 
moving in opposite directions, which is the result 


16 If this model is assumed to represent the en- 
tire capital market, a shift in supply of this sort 
could reflect a decline in the propensity to save, 
an increase in the demand for cash balances, or 
action by the monetary authorities to curtail 


credit, such as the sale of securities. If the model 
is considered as applying to a specific submarket, 
a shift of this sort also could reflect changing de- 
mands and yields in other submarkets. 


we are looking for. But if the demand curves con- 
verge at the bottom, availability and rates will 
move in the same direction (illustration of these 
cases is omitted to save space). 

Is there any particular reason to believe that 
upward converging curves are more likely than 
downward converging curves to represent the true 
order of things? Some theoretical reasons can be 
advanced for believing this to be the case. The 
longer the maturity, the greater is the effect of a 
given change in interest rate on the size of the 
periodic payment required to amortize a loan. 
This simply reflects the arithmetic of loan amorti- 
zation. For example, a fall in the interest rate 
from 6.0 per cent to 5.5 per cent reduces the 
monthly level payment required to amortize a 
mortgage by 5.3 per cent when the maturity is 30 
years, but by only 2.3 per cent when the maturity 
is 10 years. It is reasonable to suppose, therefore, 
that the impact of a rate change on the demand 
for credit also will be greater at longer maturities, 
in which case the demand curves drawn with 
respect to the maturity will tend to converge 
upward. If the demand curves are drawn with 
respect either to debt-equity or to debt service- 
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income ratios, a similar rationale can be given 
for upward converging curves. For example, one 
might expect greater sensitivity to interest rates 
at higher debt-equity ratios because the ratio of 
borrowed funds to “own” funds will be higher. 
Furthermore, the larger the required equity or 
down payment the less sensitive is demand likely 
to be to changes in rates because the equity or 
down payment requirement will be an effective 
constraint on the amount borrowed in a larger 
proportion of cases. To take an extreme case, if 
the down payment requirement were 95 per cent, 
demand would probably be virtually insensitive 
to the interest rate because the down payment 
requirement would set the limit on borrowing in 
almost every case. It appears likely, therefore, 
that the shapes of the demand curves are such as 
to bring about the result we expect. 

The theory presented above is consistent with 
the thesis that interest rates and credit availa- 
bility will tend to move in opposite directions. 
We cannot, of course, be confident that the theory 
is correct because of the restrictive assumption 
made with respect to the supply of credit, as well 
as the fact that the analysis takes account of only 
one dimension of availability (still another source 
of “unreality” is noted in Case 3, below). Never- 
theless, it is of interest that to the extent that 
this explanation is the correct one, changes in 
credit availability which reinforce the effects of 
changes in interest rates involve movements to 
new positions of equilibrium rather than tem- 
porary departures from the “normal stringency of 
rationing.”” Below we shall examine an alterna- 
tive theory, the disequilibrium case stressed by 
Samuelson and others, which, however, is in no 
way inconsistent with the theory given above. 


Case 3: A Disequilibrium Solution 

The theory presented above rests on the as- 
sumption that adjustments to changes in demand 
and supply are made instantaneously in both of 
the determined variables to any degree required 
by the functions. It is often argued that this 
assumption is unrealistic with respect to adjust- 
ments in the interest rate, that rates have a 
tendency to be “sticky.” If this is true it provides 
an alternative explanation of why availability and 
the interest rate tend normally to move in op- 
posite directions. 

The argument is that when there are shifts in 
demand or supply, fairly large changes in rates 
may be needed to equilibrate the market (assum- 
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ing unchanged credit availability) because the 
demand for funds at least is inelastic with respect 
to the interest rate. At the same time there are 
institutional limitations on the magnitude of in- 
terest rate changes. Hence, adjustment to shifts 
in demand or supply requires, in addition to 
whatever rate change is feasible, a change in 
credit availability. This case can be illustrated 
with Figure III, where the relative slopes of the 
demand curves are such that changes in demand 
and supply have no effect on the equilibrium 
maturity but only on the equilibrium interest 
rate. Thus, when there is a shift from S,; to S; 
the adjustment called for is an increase in the 
interest rate from 7R, to ]R; , but with no change 
in the initial maturity of 20 years. However, if 
lenders are constrained not tc change rates by 
more than an amount JR, — /R, the adjustment 
will be completed by a reduction in the maturity 
to 15 years (second panel), even though the net 
yield is not a maximum at that point. 

Implicit in this argument, in addition to the 
assumption that there are institutional limita- 
tions on the magnitude of interest rate changes 
and that the demand for funds is inelastic with 
respect to the interest rate, is the further assump- 
tion that lending terms can be altered to what- 
ever extent is necessary to make a complete ad- 
justment. Borrowers must be responsive to such 
changes even if they are not responsive to changes 
in rates. 

It would appear that this is the case that Sam- 
uelson, Tobin, and the Patman Subcommittee 
had in mind in arguing that changes in credit 
availability should be considered largely as 
“transition phenomena.” In Figure III, where 
lenders adjust to a decline in supply by increasing 
the interest rate by a relatively small amount and 
by reducing the maturity substantially, the net 
yield is smaller than if the interest rate had been 
increased by a large amount and the maturity 
left unchanged. Hence, assuming that the supply 
and demand functions subsequently stay put, we 
might expect that the interest rate would 
gradually drift up and that the maturity would 
gradually be extended until the “normal strin- 
gency of rationing’’”’ was restored. 

This model is not inconsistent with the equilib- 


This type of adjustment would result in the 
“paradox”’ referred to above, where availability 
and rates move in the same direction. My feeling 
is, however, that there is a more fundamental ex- 
planation for the“‘paradox”’; this will be discussed 
under Case 4 below. 
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rium case discussed above. For example, assume 
that the demand curves, instead of being parallel 
as in Figure III converge upward (which we have 
reason to believe is the case), so that when the 
supply is reduced the new equilibrium involves a 
higher interest rate and a shorter maturity than 
the initial equilibrium. The first response of 
lenders might be to reduce the maturity by even 
more than is called for by the new equilibrium. 
If the demand and supply curves then remained 
where they were, the interest rate subsequently 
would be increased and the maturity extended 
until the equilibrium was attained, but the ma- 
turity would remain shorter than it had been 
initially. 

If the structure of demand was such that all 
changes in the market maturity reflected move- 
ments either away from or toward equilibrium 
(the equilibrium maturity remaining unchanged), 
the effect on credit availability of actions taken 
by the monetary authorities would indeed be 
transitional. Assuming this to be the case, there 
would remain the question of whether or not such 
periods of transition extend for as long as is neces- 
sary for the effective implementation of policy. 
Although any extended discussion of this issue 
would be beyond the scope of this paper, Samuel- 
son’s statement (with which the Patman Sub- 
committee concurred) that such periods would 
last only a few months is open to serious question. 
The nature of most capital market changes prob- 
ably is such that they can be better represented 
by a sequence of small shifts in functions rather 
than by a single marked shift. If this is the case, 
and assuming the sticky tendency of interest 
rates, we would expect opposite movements in 
interest rates and availability so long as rates are 
changing. Such transitional periods conceivably 
might extend for several years. 


Indeed, if the Federal Reserve System is re- - 


sponsible for a sequence of gradual shifts in the 
supply-of-credit function, we obtain the classical 
formulation of how a central bank operates. The 
typical central bank maneuver involves a suc- 
cession of small doses (of whatever monetary 
medicine is appropriate) extended over a period 
of time. This tactic can keep the market in dis- 
equilibrium indefinitely, irrespective of any tend- 
ency for a given disequilibrium to disappear within 
a few months, or even a few weeks. The ability 
of monetary policy to operate flexibly in this way 
is sometimes said to be one of its prime ad- 
vantages as a cJuntercyclical weapon. Samuel- 
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son and the Patman Subcommittee imply that 
the monetary authorities will typically lower (or 
raise) the price of Government securities and then 
go on an extended holiday. 


Case 4: The “Paradox” (Easy Money 
and Tight Lenders) 


There remains the problem of explaining the 
situation where availability and the interest rate 
move in the same direction—the “paradox,” re- 
ferred to above, when money becomes easier but 
lenders get tighter (or the reverse). The best ex- 
planation of the paradox is that a shift in lenders’ 
risk functions takes place coincident with a shift 
in demand. Returning to Figure III, we begin 
by assuming an initial equilibrium rate of /R, 
and a maturity of 20 years. If demand falls from 
the upper family of curves to the lower family of 
curves, the new equilibrium will be 7R, and 20 
years. Suppose, however, that the fall in demand 
causes lenders to revise their expectations drasti- 
cally with respect to the riskiness of loans so that 
the risk function shifts upward (say to R:), and 
the supply shifts to S;. In this case the new 
equilibrium maturity will decline (to 15 years), 
while the new interest rate (JR,) will remain 
below the intial rate. although it may be higher 
or lower than the rate that would have prevailed 
if the risk function had remained unchanged. 
Thus, instead of lengthening the maturity in 
response to the decline in demand lenders reduce 
it because of the shift in the risk function. 

It will be noted that in this model the paradox 
depends not on upward or downward movements 
in the risk function but on changes in its slope. 
In the case discussed above and illustrated in 
Figure III, the slope of the risk function increases, 
that is, an added degree of liberality of lending 
terms involves a larger increment of risk in the 
new situation than in the old. It certainly is not 
unreasonable to expect that the shifts in risk 
function that occur will be of this type, although 
one can only speculate as to the reasons."* 

% Shifts in the risk function would involve 
changes in slope if risk were related to lending 
terms exponentially, that is, if the relationship 
was of the general form 

R= (1+ c)" 
where 

R = risk 


m = lending terms 
c = aconstant for any given set of expectations 


Such a relationship seems reasonable where m 
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In short, it seems reasonable to posit a “normal 
condition” underlying the general tendency for 
rates and availability to move in opposite direc- 
tions: this condition is a relatively unchanging risk 
function. On the other hand, when changes in 
the supply or demand for funds are accompanied 
by marked changes in lenders’ subjective evalua- 
tions of the risks associated with loans having 
given objective characteristics, the interest rate 
and availability may move in the same direction. 
Although there is no reason a priori why a shift 
in risk functions could not occur spontaneously, 
the most reasonable assumption is that shifts of 
significance would result from substantial or sus- 
tained changes in demand. This is consistent with 
the often-observed tendency of lenders to become 
optimistic concerning the credit status of bor- 
rowers during a boom, and pessimistic during 
a depression. 


IV. CONCLUSION 


We have argued that normally (that is, when 
there are no substantial or sustained changes in 
risk functions), there is a tendency for interest 
rates and credit availability to move in opposite 
directions in response to changes in the demand 
for or supply of loanable funds. Furthermore, 
changes in credit availability may reflect move- 
ments to new positions of equilibrium; there is 
nothing to support the allegation that such 
changes are necessarily temporary. To be sure, 
transitional changes in availability may occur, 
reflecting the sticky tendency of interest rates 
and the insensitivity of borrowers to changes in 
the interest rate. Even in this case, the tendency 
for rates and availability to move in opposite 
directions may persist indefinitely. Under normal 
conditions, therefore, changes in credit availa- 
bility will reinforce the effects of changes in in- 
terest rates and increase the effectiveness of mone- 
tary policy. 

When a change in the demand for credit is of 
such great severity as to cause a substantial shift 
inl enders’ risk functions, credit availability may 
change in a direction to offset rather than to rein- 


represents the maturity and possibly for other 
terms as well (I am indebted to James W. Angell 
for pointing this out to me). 
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force the effect of changes in rates. Under these 
conditions, which probably arise only in unusual 
circumstances, monetary policy is relatively in- 
effective. 

The theory appears to be consistent with the 
many qualitative analyses of the changes in 
general capital market conditions between the 
late 1920's and the early 1930’s. The consensus 
appears to be that credit availability as well as 
interest rates fell during this period, while lenders’ 
attitudes toward risk underwent a sharp re- 
vision. The perverse movement in availability 
was an important factor underlying the impotence 
of monetary policy. 

The theory also appears to be consistent with 
the available facts (cited earlier) covering the 
post-World War II period, when, it is reasonable 
to assume, “normal” conditions have generally 
prevailed. Apparently the tendency has been for 
availability and rates to move in opposite direc- 
tions during this period. This may account for 
the failure of most recent writers on the availabil- 
ity doctrine to consider the possibility that avail- 
ability might move perversely. I suspect also that 
the prevalence of these “normai’’ conditions in 
the postwar period, whether reflecting structural 
changes in the economy or for whatever other 
reason, has been an important factor underlying 
the postwar “revival of monetary policy.” It is 
well to bear in mind the possibility that avail- 
ability may move perversely, however, lest we 
lose perspective; it may be premature to assume 
that this cannot happen again. In this connection, 
the results of a survey of commercial banks under- 
taken by the American Bankers Association in 
1957 are rather sobering. Among other things, 
the banks were asked as to the investment policy 
they would follow if loan demands were to slacken 
sharply. The answers have been summarized by 
E. Sherman Adams as follows:'* 


If credit were to become really easy, many 
banks say they would go after loans more aggres- 
sively. On the other hand, some point out that 
they might have to review credits more carefully 
if the easy money were to be caused by a serious 
economic decline. 


‘9 “Monetary Restraint and Bank Credit,” 
Banking, September 1957, p. 142. 
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A REFORMULATION OF KEYNESIAN WAGE THEORY* 


RICHARD PERLMAN 
Adelphi College 


According to Keynesian wage theory, the level 
of aggregate demand determines the real wage 
and the volume of employment. In contrast to 
classical theory, the Keynesian position main- 
tains that the labor force itself lacks the ability 
to increase its employment by lowering its real 
wage. Keynes would agree that a lowered real 
wage would raise employment, but he would 
argue that this reduction could result only from 
an increase in aggregate demand and not from 
the efforts of the labor force to achieve this end 
through the acceptance of lower money wages. 

In fact, under the Keynesian presentation 
which accepts the classical negatively sloped real- 
wage demand curve for labor based on labor’s 
marginal physical productivity schedule, real 
wages must fall when aggregate demand rises. 
The process by which real wages fall is through 
a more rapid increase of prices than wages during 
the upward phases of the business cycle. Deluded 
by a “money illusion,” workers who would re- 
sist a wage cut, prices remaining constant or fal- 
ling less than wages, are willing to have the pur- 
chasing power of their constant money wages cut 
by a rise in prices. 

Thus, Keynesian wage theory rests on two 
premises, one of which, the decline in real wages 
when aggregate demand increases, is unrealistic, 
and the other, “money illusion,” is contrived. 
It is the purpose of this paper to explain that 
neither premise is actually required in the Keyne- 
sian system. Keynes’ main contention regarding 
wages, that a reduction in money wages is an in- 
effective device to raise employment is not weak- 
ened by assuming, realistically, that real wages 
need not fall, and probably rise, when the 
economy is advancing, and that workers have a 


positively sloped real-wage supply curve for their 


services. 

* The author wishes to thank Professor Gary 
Becker and Mr. David Novak of Columbia Uni- 
versity for their helpful suggestions in the prepa- 
ration of this paper. 

1 J. M. Keynes, The General Theory of Employ- 
ment, Interest, and Money (New York: Harcourt, 
Brace and Co., 1936), pp. 8-10. 


“MONEY ILLUSION” 


It has been claimed that “money illusion” is 
the fundamental postulate of the Keynesian sys- 
tem.? Keynes, himself, describes the behavior of 
workers in accepting real wage cuts which are 
effected by price rises as “fortunate.’? This ad- 
jective is used, because by this reaction to rising 
prices workers do not raise obstacles to an in- 
crease in employment and output consequent to 
a rise in aggregate demand.‘ 

Reference to Keynes’ own definition of involun- 
tary unemployment shows that this assumption 
of contrary attitudes of workers towards real 
wage cuts when the path of the reduction is 
through increasing prices rather than falling 
money wages is an unnecessary detriment to the 
Keynesian presentation. Should workers have a 
more conventional positively sloped real-wage 
supply curve rather than the distorted curve en- 
visioned under conditions of “money illusion,” 
this would not prevent employment and output 
from rising in response to a rise in aggregate 
demand. According to Keynes, 


Men are involuntarily unemployed if, in the 
event of a small rise in the prices of wage-goods 
relatively to the money-wage, both the aggregate 
supply of labour willing to work for the current 
money-wage and the aggregate demand for it at 
that wage would be greater than the existing 
volume of employment. 


Thus, a condition of involuntary unemploy- 
ment is that the supply of labor be greater than 
the existing volume of employment when real wages 
fall as prices rise. It is not denied that the labor 
supply after such a fall may be smaller than the 
existing supply of labor. 

In Figure 1, the level of employment, AB, and 
corresponding real wage, OA, on the demand 


2 Wassily Leontief, ‘The Fundamental Assump- 
tion of Mr. Keynes’ Monetary Theory of Unem- 
ployment,” Quarterly Journal of Economics, No- 
vember 1936, LI, p. 195. 

3 Keynes, General Theory, pp. 9, 14. 

4 Ibid., p. 15 

§ Loc. cit. 
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curve for labor, are determined by the existing 
level of aggregate demand. Involuntary unem- 
ployment is at BC. As aggregate demand in- 
creases, employment rises, the real wage falls, and 
the labor supply shrinks, but up to point E, the 
supply of labor is greater than the level of em- 
ployment. At E full employment is reached. There 
is no longer any involuntary unemployment since 
any further increase in aggregate demand would 
be met by a supply of labor, at the necessarily 
reduced wage, that was less than the level of 
employment at E. 

This sequence towards full employment oc- 
curred without recourse to the concept of ‘money 
illusion.” At each reduction in real wages, con- 
sequent to an increase in aggregate demand, the 
supply of labor contracted. But consistent with 
the Keynesian version of involuntary unemploy- 
ment, the available supply was always greater 
than the level of employment that preceded an 
increase in aggregate demand until the level of 
employment FE was reached at real wage OF. 

Although Keynes’ definition of involuntary un- 
employment actually contains no elements of 
“money illusion,” it is otherwise inconsistent with 
his main view on wages, that workers cannot 
influence their level of employment or real wage 
by accepting money-wage cuts. Suppose, for what- 
ever reason, that labor refuses to work for a real 
wage lower than OA in Figure 1. The supply curve 
for labor under this condition becomes ABCS. 
According to the Keynesian position, full em- 
ployment has been reached at AB with real wage 
OA since the unemployed labor surplus at this 
wage, BC, will not accept a lower real wage. Ex- 
pressed more directly in terms of the definition of 
involuntary unemployment, full employment has 


been reached since any further increase in demand 
for labor—at a necessarily lower real wage—will 
not be met by an increase in labor supply beyond 
the current level of employment, AB. 

This contention contains the inconsistency with 
the main Keynesian position on wages. The 
Keynesian definition of involuntary unemploy- 
ment maintains that at real wage OA the unem- 
ployed labor, BC, is involuntarily unemployed 
when the labor supply curve is SS because these 
unemployed workers would be willing to work 
for a lower real wage if aggregate demand rose. 
On the other hand, these workers would be vol- 
untarily unemployed under labor supply curve 
ABCS because none of them would be willing to 
work for a lower real wage should an increase in 
aggregate demand require this reduction. 

But what if aggregate demand does not in- 
crease? Clearly, to label unemployment BC volun- 
tary, as must be done following the Keynesian 
definition," implies that these unemployed 
workers could become employed if they accepted 
a lower real wage. But this conclusion contradicts 
the contention that workers would be thwarted 
in their efforts to reduce their real wages and 
thereby increase their employment since employ- 
ment and real wages are determined by the level 
of aggregate demand and not by variations in the 
conditions of labor supply.’ 

To claim that the reluctance of workers to ac- 
cept a lower real wage when unemployment pre- 
vails at the current wage level indicates that the 
unemployment is voluntary implies that workers 
can control their real wage, and consequently 
their level of employment. This is classical wage 
theory, not Keynesian. 

A simple alteration in the Keynesian definition 
of involuntary unemployment would bring it into 
agreement with the rest of Keynesian wage 

* Abba P. Lerner, ‘“The General Theory (1),’’ 
in Seymour E. Harris (ed.), The New Economics 
(New York: Alfred A. Knopf, 1948), p. 116, writes, 
“If a man is not willing to accept a lower real 
wage, then he is voluntarily unemployed, and 

eynes does not worry about him at all.’’ (Italics 


io the original.) 
! 7 The extent to which the classicists accepted 


this Keynesian view is revealed in the following 
statement by A. C. Pigou in the preface to his 
Lapses —_ Full Employment (New York: Mac- 


millan Co., 1945): 
Professor Dennis Robertson . .. has warned 
me that the form of the book may suggest that 
I am in favor of attacking the problem of un- 
employment by manipulating wages rather than 
by manipulating demand. I wish, therefore, to 
say clearly that this is not so. 
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theory. Rather than have the classification of a 
surplus of labor at the prevalent real wage rate, 
whether voluntarily or involuntarily unemployed, 
dependent on the nature of the labor supply 
curve, consider all labor involuntarily unem- 
ployed that tries unsuccessfully to find work at 
the prevailing real wage. More formally, and in 
keeping with Keynesian terminology, the revised 
definition of involuntary unemployment states: 


Workers are involuntarily unemployed if, given 
the demand schedule for labor, the current level 
of aggregate demand determines a real wage at 
which the supply of labor exceeds its demand.* 


Thus, according to this definition, the decision 
of whether to classify surplus labor at current 
real wages as voluntary or involuntary unemploy- 
ment is not made dependent on how this surplus 
will react to an increase in demand. At current 
levels of aggregate demand, real wages, and em- 
ployment, this surplus is involuntarily unem- 
ployed regardless of the shape of the real-wage 
supply curve of labor. 

Should, say, wage legislation or union wage 
policy cause the supply curve to be perfectly 
elastic at the current real wage, then although 
surplus labor at this wage would be involuntarily 
unemployed under the revised definition, its status 
would change were aggregate demand to increase, 
putting downward pressure on real wages. Then, 
the refusal of this surplus labor to accept lower 
real wages would, under both Keynes’ and the 
revised definition of involuntary unemployment, 
shift these workers to the voluntarily unemployed 
classification. 

Thus, the establishment of the current real 
wage as a minimum would have no effect on the 
volume of involuntary unemployment. Only if 
aggregate demand were to increase would such 
labor supply conditions reduce, or rather, elimi- 
nate, involuntary unemployment. But of greater 
importance to the economy than the elimination 
of involuntary unemployment would be the check 
to expansion caused by the unwillingness of 
workers to increase their employment at lower 
real wages. Granting the labor supply curve some 
degree of inelasticity, more employment would be 

§ This definition parallels the definition of full 
employment offered by Russell Nixon and Paul 
Samuelson, ‘‘Estimates of Unemployment in the 
United States,’ Review of Economic Statistics, 
August 1940, XXII, p. 112. ‘Employment is full 


when individuals work as much as they would be 
willing to work at a given real wage.” 
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forthcoming at lower real wages, without reliance 
on the deus ex machina of “money illusion.”’* 

In this section it has been argued that if real 
wages fell when aggregate demand rose, output 
and employment would increase even if the real- 
wage supply curve of labor were conventionally 
positively sloped, and labor were not possessed of 
“money illusion.” In the next section the cireum- 
stance which led to the creation of the concept of 
“money illusion’’—declining real wages in an ex- 
panding economy—is considered unlikely. More 
importantly, the attack on the position that real 
wages tend to fall when aggregate demand rises 
is made to bring Keynesian wage theory into 
closer agreement with actual economic behavior. 


REAL WAGES UNDER INCREASED 
AGGREGATE DEMAND 


Consistent with his view that real wages fall 
when aggregate demand increases, Keynes specu- 
lated that statistical studies would show that real 
wages fell when money wages rose with output 
and employment.'’® However, such studies by 
Dunlop, Tarshis, and Ruggles refuted the Keyne- 
sian position by finding that real wages tended 
to move upwards with money wages during the 
prosperity phase of the cycle." 

R. A. Gordon considered these studies incon- 
clusive because they analyzed time series data 
and were therefore dynamic in character while 
the Keynesian view was essentially static." In a 
similar vein, Smithies thought that Keynes’ con- 
clusion that firms might not be operating under 
increasing cost conditions during periods of busi- 
ness revival, thus explaining the finding of parallel 
upward movement in real and money wages,” 


rfectly 


* Even if the labor supply curve is 
elastic, if the demand curve for labor shifts to the 
right when aggregate demand increases so that 
real wages do not fall, as is maintained in the 
next section, employment and output can increase 
with the increase in aggregate demand. 


1° Keynes, General Theory, p. 10. 

1! John T. Dunlop, ‘“‘The Movement of Real and 
Money Wage Rates,’’ Economic Journal, Septem- 
ber 1938, XLVIII, pp. 413-414, Lorie Tarshis, 
“Changes in Real and Money Wages,’ ibid. 
March 1939, XLIX, pp. 150-154, and Richard 
Ruggles, ‘‘The Relative Movements of Real and 
Money Wage Rates,’’ Quarterly Journal of Eco- 
nomics, November 1940, LV, pp. 130-149. 

12 Robert A. Gordon, ‘‘Discussion of Keynesian 
Economics,’’ American Economic Review, Papers 
and Proceedings, May 1948, XX XVIII, p. 355. 

18 J. M. Keynes, ‘‘Relative Movements of Real 
Wages and Output,’’ Economic Journal, March 
1939, XLIX, p. 44. 
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was based on the results of studies which did not 
adhere to the Keynesian static limitations of “a 
given state of organization, equipment, and tech- 
nique.’”’"* 

But in answer to Gordon and Smithies, the 
statistical studies were not questioning the 
validity of the static concept of diminishing mar- 
ginal labor productivity, or negatively sloped 
labor demand curve. They were testing whether 
this static concept was useful in describing the 
path of real wages in a dynamic setting. They 
found that the Keynesian contention that real 
wages would fall while money wages rose when 
the economy was improving was based on the 
inappropriate application of static analysis to a 
changing situation. 

Merely noting that Keynes’ view that real 
wages would fall when aggregate demand 
increased was based on static assumptions regard- 
ing the demand curve for labor might indicate 
that there is no particular downward force on real 
wages in an advancing economy, but it does not 
explain the positive correlation found between 
real wages and economic expansion. In short, it 
does not indicate why “organization, equipment, 
and technique” should change in a manner that 
creates upward pressure on real wages when busi- 
ness conditions improve. 

The underlying cause for, say, equipment utili- 
zation, to change in a direction to correlate 
changes in real wages with growth in aggregate 
demand stems from the fact that the demands 
for labor and equipment are interdependent. 
Ohlin notes this interdependence, with respect 
to labor and materials, when he states, “It is a 
joint demand, which the orthodox marginal 
theory of wages fails to consider.””"® 

During business downturns, Lerner’s claim that 
capitalists would rather get something for their 
property than let it lie idle,"* notwithstanding, 
plants do shut down during bad times and entre- 
preneurs lose none of their enthusiasm for cover- 
ing variable costs.” The upturn is not only ac- 
Arthur Smithies, ‘‘Effective Demand and Em- 
ployment,” in Seymour E. Harris, op. cit., p. 559, 
i 18 Bertil Ohlin, The Problem of Employment 
Stabilization (New York: Columbia University 
Press, 1949), p. 154. 

16 Abba P. thawed “The Relation of Wage Poli- 
cies and Price Policies,’’ American Economic Re- 
view, March 1939, XXIX, p. 163 

17 On this point, see Cost Behavior and Price 
Policy, New York: National Bureau of Economic 
Research, 1943, p. 111. 
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companied by an upsurge of new investment, but 
also by a reemployment of idle machines, further 
increasing labor’s productivity, tending to raise 
real wages. 

Thus, the error of the Keynesian static view 
that real wages fall when the economy improves 
is that it fails to consider that a rise in aggregate 
demand increases the scale of operations in in- 
dividual plants." Increasing returns to scale are 
consistent with decreasing returns in the variable 
proportions sense. Hence, Keynes, reasoning from 
a static labor demand curve, could only conclude 
that real wages would fall when aggregate de- 
mand, and output, rose. But contending that an 
increase in aggregate demand causes the demand 
curve for labor to shift to the right leads to the 
conclusion that real wages and employment may 
rise together. 

Insofar as real wages are dependent on marginal 
physical productivity, whether or not real wages 
rise with employment depends on the relationship 
between the expansion of employment and capital 
utilization. In the recovery phase, both men and 
machines are re-employed, but the growth in in- 
vestment in new plant and equipment tends to 
increase productivity to a level above that which 
prevailed during the depression phase. Mills sum- 
marizes the tendency for productivity to be high- 
est during prosperous times when he notes, “The 
economy as a whole seems to operate more effec- 
tively during periods of rising employment, ad- 
vancing output, and increasing use of productive 
capacity.’’'® 

Under certain conditions real wages may tend 
to fall when aggregate demand rises. Bottlenecks 
in productive processes may arise before labor 
shortages appear. If such is the case, labor pro- 
ductivity will decline and real wages tend to fall. 
This situation arose immediately after World War 
II. Hansen,” applying Keynesian analysis, pointed 


8 Jacob Viner, ‘““Mr. Keynes on the Causes of 
Unemployment,’’ Quarterly Journal of Economics, 
November 1936, LI, p. 150, implies this criticism. 

'* Frederick Mills, ‘“The Role of Productivity 
in Economic Growth,”’ American Economic Review, 
Papers and Proceedings, May 1952, XLII, p. 547. 
(Italics not in original.) 

On an industry-by-industry basis, John W. 
Kendrick, Productivity Trends: Capital and Labor, 
National Bureau of Economic Research Occasional 
Paper 53 (January 1956), p. 21, found a coefficient 
of correlation of +.65 between changes in output 
and output per man-hour for 33 industry groups 
for a period of over 50 years. 

2° Alvin Hansen, ‘“‘Cost Functions and Full Em- 
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out that full employment would not have been 
achieved in 1946 had labor been unwilling to ac- 
cept a reduction in its real wage. 

But 1946 was an exceptional year. Net private 
investment had been low throughout the 1930’s 
so that by the end of the war plant and equip- 
ment were both relatively old and scarce. There- 
fore, bottlenecks appeared in production more 
because of inadequate facilities than labor 
scarcity. 

It is not necessary, to justify revision of the 
Keynesian wage position, to take the diametri- 
cally opposite view that real wages must rise 
when the economy expands. It is significantly 
important to explain that real wages usually tend 
to rise with business recovery, thus indicating 
that Keynes exaggerated the importance of 
“money illusion” and his critics who attacked 
this concept as the chief weakness o! his theory 
had chased a red herring. 


loyment,’’ American Economic Review, Septem- 
r 1947, XXXVII, pp. 562-563. 


CONCLUSION 


Keynes thought that workers had to be willing 
to accept a reduction in real wages, in the form 
of money wages that rose less than the price level, 
to assure that the labor required to translate a 
rise in aggregate demand into an increase in out- 
put would be forthcoming. It was one of the pur- 
poses of this paper to show that even under a 
conventional positively sloped real-wage supply 
curve of labor, employment could increase when 
the work force was less than fully employed, al- 
though labor supply contracted when real wages 
fell. Furthermore, the conclusion was reached 
that in most cases the question of whether work- 
ers are willing to accept a reduction in real wages 
when aggregate demand increases is academic. 
More often than not, real wages tend to rise, 
not fall, as the economy expands. 

This revision aimed to make Keynesian wage 
theory applicable to the real world and consistent 
with the core of the Keynesian system. Keynes’ 
own formulation of wage theory was inadequate 
in both areas. 
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University of Virginia 


In the English-language tradition, public fi- includes a careful treatment of the theory of fiscal 
nance has represented, on the one hand, a prag- policy. While I should differ with Musgrave some- 
matic study of fiscal institutions, and, on the what in general emphasis here, and perhaps 
other, an application of Marshallian partial equi- quibble with him over certain points in his analy- 
librium analysis. This sub-discipline has not con- _ sis (e.g., some aspects of debt theory), this part of 
tained, nor have its scholars been concerned with, the book seems to be systematically developed 
a theory of cellective choice, either positively or and analytically competent. The third part of 
normatively considered. In comparison with con- the work, as the title suggests, deals with some 
tinental scholarship this has long been anomalous, of the classical problems in public finance. The 
but quite apart from this, the tradition could not impact on individual behavior resulting from 
have been continued in an era characterized with changes in fiscal variables is examined and ana- 
so large a public economy as that which we have lyzed. Some of Musgrave’s contributions to these 
experienced since World War II. Within the last topics are reasonably well known from his earlier 
decade, the need for developing some theory of published articles. 
collective choice, some pure theory of public fi- In this short review paper, I propose to leave 
nance, has become obvious to many scholars, and aside further comment on Parts Three and Four 
important initial advances have been made. Per- in order to discuss more fully Musgrave’s ap- 
haps even more significantly, scholarly interest proach to fiscal theory which is developed in the 
seems to have been kindled with a promise for first two parts of the book. The reader should be 
further developments. Professor Richard A. Mus- doubly warned that, in so doing, I am leaving 
grave’s place in this emerging field is best demon- out of account two-thirds of the volume, includ- 
strated by the association of his name with both ing the part which contains, by Musgrave’s own 
of the full-length works now available. In the statement, the original design of the work. The 
Classics in the Theory of Public Finance? Mus- provocative ideas, at least to this reviewer, are to 
grave and Peacock have made available to Eng- be found in the first parts of the book. It is here 
lish-language readers the most notable of the that Musgrave is grappling with conceptions, is- 
European contributions. And, with The Theory of _ sues, and analyses that may ultimately lead to 
Public Finance, Musgrave has written the first an acceptable theory of collective choice. And the 
English-language treatise in the field. This book, discussion here becomes especially interesting in 
about which this paper will be especially con- that it has not, as yet, become stereotyped. 
cerned, should become obligatory reading for all I shall first summarize briefly Musgrave’s ap- 
serious students of public finance, and it should proach. Following this, I shall discuss separately 
remain the standard reference work for graduate a few aspects of his argument in some detail. 
study and advanced scholarship for many years. 

The book is divided into four parts. (1) State- 
ment of Issues, (2) The Satisfaction of Public The “fise” is engaged in the performance of 
Wants, (3) Adjustments to Budget Policy: Clas- several functions, and any comprehensive theory 
sical Aspects, and (4) Compensatory Finance. of public finance must incorporate all of these 
The last part, which occupies a third of the book, activities. To accomplish this, Musgrave develops 

his fiscal theory in terms of a multi-branch con- 

' This is a review article of Richard A. Mus- ception of the governmental budget. There are 
three branches specified: The Allocation Branch, 
Pp. xvii, 628. $12.50. The Distribution Branch, and The Stabilization 

? International Economic Association, Classics Branch. The first of these is charged with the 
in the Theory of Fublic Finance. Edited by R.A. sunction of providing for the satisfaction of social 


Musgrave and A. T. Peacock (London: Macmillan, Sag SP ‘ 
1958). or public wants of individuals as contrasted with 
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private wants that are satisfied through the mar- 
ket mechanism. The second branch has as its only 
function the implementation of the adjustments 
in individual incomes and assets that are neces- 
sary to secure the appropriate norms of distribu- 
tive justice. The instruments here consist solely of 
positive and negative transfers among individuals. 
The third branch is responsible for manipulating 
the budget when necessary to insure the main- 
tenance of desired values for the standard macro- 
economic variables: employment, the price-level, 
and the rate of growth. The three budgetary 
branches are, of course, interdependent, and any‘ 
decision actually made must be based on a recog- 
nition of this interdependence. The separation of 
the whole budget into the three branches serves 
a conceptual and methodological purpose, not only 
for students of fiscal affairs, but also for the actual 
decision-maker. Normatively, the three-branch 
approach leads directly to the conclusion that 
the share of economic resources devoted to the 
satisfaction of social wants should not be directly 
dependent on either distributional or fiscal policy 
considerations. 

The Allocation Branch is organized to satisfy 
“social wants.’’ These are defined as those wants 
“satisfied by services that must be consumed in 
equal amounts by all.” The exclusion principle 
cannot be applied. The single individual’s share 
in the benefits received from the services cannot 
be isolated or separated from the benefits re- 
ceived by other individuals; hence, others cannot 
be excluded from simultaneous consumption. The 
inapplicability of the exclusion principle, which 
characterizes private market transactions, makes 
collective or governmental action necessary. Pri- 
vate individuals, acting independently, will not 
be able to make the required connection between 
contribution and reward to insure adequate satis- 
faction of social wants. The individual, because he 
is aware that he cannot be excluded from sharing 
in the benefits, will try to escape his share of the 
costs. He will be led to conceal his “true” prefer- 
ences for the services provided, and there is no 
mechanism analogous to the market which can 
be employed to force him to reveal these prefer- 
ences. By necessity the political process must be 
introduced along with its inherent compulsion. 
And voting rules must be adopted which will 
secure the closest approach to some “optimal” 
results. Although the solution is acknowledged as 
imperfect, Musgrave concludes that the satisfac- 
tion of social wants through the use of majority 
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voting rules for collective choices represents per- 
haps the single best compromise. 

In addition to “social wants,” there are “merit 
wants” which the allocation branch, presumably, 
may be called upon to satisfy. Merit wants are 
those which individuals may not be willing to 
express by their overt actions, but which informed 
leaders of the social group consider important 
enough to be deliberately encouraged and pro- 
moted. 


THE THREE-BRANCH BUDGET 


Musgrave’s conceptual breakdown of the bud- 
get into three separate branches enables the 
student to understand more quickly the distine- 
tions among the different functions performed 
by the fiscal organization. In this approach, Mus- 
grave is extending to fiscal theory an orthodox 
tradition of economic policy analysis where the 
distinction between the “efficiency” and the “dis- 
tributive” aspects of specific changes has long 
been found to be useful. For purposes of descrip- 
tive clarity, the three-part budget has much to 
recommend it. And Musgrave is quite successful 
in relating the different approaches to taxation 
directly to concentrations on single aspects of 
budget policy. In two of the best chapters in the 
book, he discusses the benefit theory of taxation 
and the ability-to-pay theory. The first arises 
somewhat naturally from the allocation-branch 
approach to the budget whereas the second 
emerges for the distribution-branch approach. 

Governments do provide for the satisfaction of 
social wants, redistribute incomes, and use the 
budget to achieve stabilization objectives. For the 
purpose of explaining this varied activity and of 
understanding better some of the past discussion 
of it, the three-part budget is an extremely help- 
ful analytical tool. As such, it seems likely to 
become a permanent part of the fiscal theory 
literature. But Musgrave seeks to do more than 
to describe or to explain. His purpose goes beyond 
this to that of constructing a “theory” for fiscal 
organization. His stated interest is in developing 
a normative theory of the whole budget. He is 
concerned, not so much with predicting what 
will emerge from fiscal activity, but with finding 
out what should emerge, given certain basic value 
postulates. This desire to develop a normative 
theory for fiscal organization, is, of course, fully 
legitimate. For this purpose, however, the three- 
branch budget approach may be interpreted in 
such a way as to introduce internal incon- 
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sistencies. In the following argument, I shall 
show that Musgrave’s three-part budget leads to 
positions which seem inconsistent with each other 
at the most fundamental philosophical level. I 
shall then propose an alternative approach which 
can incorporate all public activity under only one 
of the three branches. 

A decade ago I published an early, exploratory 
paper in which I called for the recognition of two 
separate and alternative approaches to fiscal 
theory.’ The first, which I there called the or- 
ganismic approach, aims directly at providing a 
set of norms to be followed in establishing values 
for the tax-expenditure variables. Clearly norma- 
tive, this approach requires first the definition of 
a fixed value scale. This scale may or may not 
include some recognition of individual values. 
The second approach, which I called the individ- 
ualistic one, explicitly denies the existence of a 
single value scale for application to collective 
decisions. Collective activity is viewed as a form 
of individual behavior, and social wants are satis- 
fied through individuals choosing to act collec- 
tively rather than privately in certain areas. This 
approach, by definition, cannot be normative in 
the same sense as the first. At best, it can examine 
the process through which individual values may 
be translated into social decisions, and it can 
define the conditions which must be satisfied for 
“equilibrium” to be established. This individualis- 
tic approach can be directly related to the 
Paretian constructions in modern welfare eco- 
nomics, but it cannot go beyond these to the em- 
ployment of any “social welfare function.” 

The use of the Musgrave three-part budget 
seems to involve both of the two approaches 
simultaneously. The theory of the allocation 
branch, which Musgrave develops at some length, 
allows individual evaluations of services provided 
in the satisfaction of social and private wants to 
be the relevant factors in determining the amount 
of resources to be devoted to the public sector. If 
individual preferences are known, the necessary 
marginal conditions for Pareto optimality can be 
defined. And, in moving from an “inefficient” to 
an “efficient” position, everyone can be made 
better off. It is conceptually possible, therefore, 
that unanimous consent can be attained for mak- 
ing the change. Therefore, leaving aside for the 
time being the very real problems involved in 

*“*The Pure Theory of Government Finance: 


A Suggested Approach,’’ Journal of Political 
Economy, December 1949, LVII, pp. 496-505. 
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collective decision making itself, the theory of the 
allocation branch is fully consistent with the 
individualistic approach to the whole fiscal pro- 
cess. There are no external norms laid down; the 
theory is normative only in the sense that it 
implies that individual values are the only ones 
which should be counted. 

It seems clear that if individual evaluations 
are to count in the determination of the share of 
resources to be devoted to the public sector, they 
should also be counted in determining the amount 
of redistribution that is to be carried out through 
the fiscal process and also in determining the 
degree to which stabilization objectives are to be 
promoted by fiscal activity. Consistent applica- 
tion of the individualistic approach would extend 
the theory of the allocation branch to the other 
two budgets; there would, for this purpose, be no 
need for a three-part breakdown. Both “redistri- 
bution” and “stabilization” can be treated as 
satisfying “social wants.” Unless they are so 
treated, the three-part budgetary approach im- 
plies that individual values are to be used in one 
sector of the budget but not in the other two. 
Such a position can, of course, be stated as an 
explicit value judgment. But the acceptance of 
this position would seem to make the whole prob- 
lem of getting individuals to reveal their true 
preferences relatively unimportant. 


THE EXCLUSION PRINCIPLE 


Musgrave explicitly states his preference for 
an individualistic approach at the outset of his 
work. This being the case, why has he failed to 
appreciate fully the implied inconsistency in the 
normative application of the three-part budget? 
I suggest that this failure may be explained, at 
least in part, by Musgrave’s unnecessary reliance 
on the exclusion principle as the appropriate 
criterion for distinguishing between private and 
social wants. 

A more fruitful approach would seem to be one 
which recognizes that any externality, any ex- 
ternal effects stemming from individual behavior, 
must to some degree introduce certain extension 
to third parties of either the costs or the benefits 
of private action. These externalities, negative or 
positive, range from those of negligible impor- 
tance to those where the externality is complete, 
that is, goods which must be consumed equally 
by all. But the possibility of erclusion does not 
remove the externality, as Musgrave’s treatment 
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may appear to suggest. Individual decisions to 
purchase tickets for the circus involve external 
effects so long as the production of circus services 
is in the range of increasing returns to scale. The 
possibility of exclusion is a necessary but not a 
sufficient condition for insuring that a market 
solution is appropriate. By the same token, the 
impossibility of exclusion is not a necessary con- 
dition for collective action in satisfying a gen- 
uinely “social want.” A somewhat broader ap- 
proach to the whole problem of “public goods” 
or “social wants” removes the necessity that the 
services be consumed in equal amounts by all 
individuals. Once this extreme or polar case is 
incorporated into a more general framework, and 
the more important intermediate cases intro- 
duced, the limited usefulness of the exclusion 
principle as the criterion is evident, as Musgrave 
seems to recognize in certain passages. 

A sounder approach would suggest that any 
attempt to define “public goods” or “social 
wants” be dropped. Once this is done, the way 
is opened for developing the appropriate criterion 
for choosing between private market action and 
collective action. The solution is to be found in a 
rather straightforward extension of the orthodox 
analysis of external economies, as Baumol has 
emphasized. Whenever the action of a single 
individual modifies the “individual production 
function” of another individual, an external effect 
is present. With the polar case of equal consump- 
tion, the externality is complete. When the single 
individual purchases a unit of such a good, a unit 
is made available to other individuals at zero 
cost. In such cases, collective action over a suffi- 
cient number of individuals to remove the ex- 
ternality may be indicated. If the collective goods 
problem is viewed in this way, there is little dis- 
tinction between the pure public good and those 
which are partially private and partially public. 
No sharp dividing line between “social wants” 
and “private wants” is present, but the apparent 
advantage derived from drawing such a line is 
offset by the greater generality achieved. In this 
modified approach, the allocation branch may be 
extended to cover all of the activities of govern- 
ment, including redistribution and stabilization. 


MERIT WANTS 


The advantages of the more general approach 
are perhaps clearest in application to Musgrave’s 
discussion of ‘merit wants.’’ These wants are to 
be satisfied by collective action, even though in- 
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dividual evaluations do not reveal them. Mus- 
grave mentions such things as school lunches, 
free education, and public housing as satisfying 
merit wants. Since there are individual benefici- 
aries of such services, the principle of exclusion 
applies. These are clearly not purely collective. 
Yet Musgrave recognizes that the provision of 
such services falls within the proper sphere of 
government. In order to accomodate them, he is 
forced to depart sharply from his individualistic 
value postulate, and to suggest that, in these 
areas, individual preferences be modified. 

In the more comprehensive approach to col- 
lective activity that I have suggested, it is rela- 
tively easy to bring such items as public housing, 
public education, and free school lunches into the 
legitimate range of collective provision. The ex- 
ternal economies that arise from individual be- 
havior may, in such cases, be more than sufficient 
to warrant collective action. There is no need to 
depart from the acceptance of individual evalua- 
tion in these decisions, and the special category 
of merit wants may be discarded. The fact that 
the externalities are not complete suggests only 
that efficiency considerations may dictate the use 
of both a market price and a tax in the financing 
of the services involved. 


THE REVELATION OF “TRUE” PREFERENCES 


In his discussion of the allocation branch, 
Musgrave stresses the point that individuals will 
not reveal their “true”’ preferences for public goods 
since they will assume that these goods will be 
paid for by other beneficiaries. Perhaps I reveal 
my own confusion here, but I remain unconvinced 
by the Musgrave-Samuelson arguments on this 
point, and I think that the basic Wicksell con- 
tribution in this respect has not been fully ap- 
preciated. When will an individual find it ad- 
vantageous to conceal his preferences? He will do 
so whenever a bargaining range exists, that is to 
say, whenever there is a net gain to be made in a 
transaction, when the buyer’s maximum demand 
price exceeds the seller’s minimum supp'v price. 
Transactions made at the margin involv. «> net 
gain of this sort. Only if an exchange is extra- 
marginal will a bargaining range be introduced. 
But bargaining does not eliminate the possibility 
of this gain being realized. It does eliminate the 
possibility that an independent observer can pre- 
dict a unique solution. But uniqueness will be 
produced; the contract locus will be reached. 

The same analysis seems to apply to the bar- 
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gaining process that is involved in the political 
behavior through which the group decides on 
what and how much collective action shall be 
taken. If the decisions are extra-marginal, in- 
dividuals will try to conceal their preferences. 
Those who are successful will be able to secure 
the proportionately larger share of the gains to be 
made by the “trade.” But the group will attain 
the Pareto frontier without anyone in the group 
being required to reveal his own “true” prefer- 
ences except at the margin. All “true” preferences 
for the marginal unit must be revealed. But the 
implication of the Musgrave argument seems to 
be that the revelation of preferences must embody 
the whole MRS schedules of the individuals. If 
this is the case, the market analogy breaks down. 
The market also requires that preferences be 
revealed only at the margin. There is no way in 
which the market can force consumers or pro- 
ducers to reveal the surpluses secured by the 
parties to the whole exchange. This is not to sug- 
gest that there is not an important difference 
between the market process through which de- 
cisions on private goods are made and the politi- 
cal process through which decisions on public 
goods are reached. In the latter, all action must 
be group action, and the attainment of the Paret- 
ian frontier is much more difficult. 


VOTING AND THE UNANIMITY RULE 


Wicksell’s great contribution to the theory of 
public finance lies in his showing how group ac- 
tion can, in fact, be organized to insure that the 
Paretian frontier will be attained. Despite his 
familiarity with this Wicksell contribution, Mus- 
grave does not apply the principle of unanimity 
in tax-expenditure decisions. Let us suppose here 
that individuals’ true preferences are known, and 
that this knowledge shows that an incremental 
unit of a collective good (say the development of 
an additional operational ICBM) is Pareto-effi- 
cient. What does this mean? It means that the 
aggregated MRS schedules exceed the marginal 
cost of producing the collective good. There is a 
positive gain in individual welfare, in accordance 
with the Pareto measure, which will result from 
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the sacrifice of private goods for the production 
of the public good. Since this is true, there must 
exist a dominant solution to the “game’”’ involved 
in the political exchange of private goods for 
public goods. That is to say, there must exist a 
solution to which all parties can agree. The Wick- 
sell rule of unamity allows this solution to be 
found, or rather it allows one from among the 
whole set of dominant solutions to be located. 
The recognition of this point makes it very diffi- 
cult to understand the following Musgrave state- 
ment. “The result of majority voting is optimal 
in the sense that it is the solution agreed to by 
more people than any other” (page 127). Or, 
quite similarly, consider the following. ‘“Wick- 
sell’s case for qualified majority has the advantage 
of protecting minorities and serving as a stabiliz- 
ing factor. At the same time, it encourages a 
policy of inaction and interferes with the interests 
of the majority” (page 128). The Wicksell rule 
does, of course, interfere with the interests of the 
majority in the sense that these interests include 
coercing the minority into accepting welfare 
losses, as expressed by individual evaluations. 
But what is the purpose of the construction in 
the first place? Is the purpose that of defining 
the “optimal” solution to the “game,” a solution 
which, once defined, can be adjusted as necessary 
to accomodate the facts of the real world? Or is 
the purpose something else? 


CONCLUSIONS 


The rather sketchy and incomplete comments 
made in the separate sections above suggest, I 
hope, the wealth of provocative ideas that Mus- 
grave’s work introduces. Although I specifically 
limited this paper to one-third of his book at the 
outset, I find that I should like to discuss the 
few topics mentioned in considerably greater de- 
tail and also that there are many other topics 
upon which I should like to comment. This is, 
perhaps, the best single measure of the book’s 
stature. It is a book that will inspire books to be 
written. If this prediction holds true, Musgrave’s 
work will mark the formal beginning of a new 
and stimulating branch of American scholarship. 
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COMMUNICATION 
A NOTE ON ELASTICITY 


Introduction. In a recent issue of this Journal, 
Professor Vickrey stated that “. .. the lower the 
normal money interest rate, the more elastic the 
demand for money... .’" Vickrey had reference 
to the demand for money, or the liquidity prefer- 
ence, function. On a more general level, the usual 
contention is that demand becomes less elastic as 
price decreases. Indeed, most elementary and 
intermediate texts treat this almost as if it were a 
theorem. Marginal revenue is depicted as a func- 
tion passing continuously from positive to nega- 
tive values as quantity increases. In light of the 
familiar marginal revenue-elasticity relationship, 
the implication is that demand passes from elastic 
to inelastic, with at least one point of unitary 
elasticity. 

The question for consideration here is whether 
it is possible to construct a valid? demand func- 
tion such that elasticity increases as price de- 
creases. The opposite cases are well known. In 
particular, any linear demand function shows a 
direct relationship between changes in price and 
elasticity, and a rectangular hyperbola, such as 
pq = c, yields unitary elasticity throughout. But 
no writer has ever discussed the possibility, or 
proven the impossibility, of an inverse relation- 
ship between changes in price and elasticity. 


Special Case. To make the problem more pre- 
cise, consider the Marshallian demand furiction 


q = S(p), (1) 
where 
<9,¢9>0,p >0, (2) 
and primes denote differentiation with respect to 
p. Define elasticity in the customary manner: 


n = —q(p/q). (3) 

We ask if 
n <0 (4) 

is possible. 


William Vickrey, ‘““‘The Optimum Trend of 
Prices,’’ Southern Economic Journal, January 1959, 
XXV, p. 321. 

? By ‘‘valid’’ we mean a demand function such 
that (a) the first derivative is always negative, 
(b) only positive quantity values are given, and 
(c) a perfectly competitive equilibrium is possible 
at positive price and quantity values. 


Using equation (3), inequality (4) becomes 


(?) (‘) 4+ <0. (5) 
q q q 


As a special case, we suppose that the left-hand 
member of (5) is equal to some constant, say —1. 
For simplicity, change all signs in the resulting 
equation. Thus one may write condition (4) as 
q"(p/q) + — (q’)*(p/@) = 1. (6) 
Equation (6) is an ordinary non-linear differ- 
ential equation whose solution is remarkably 
simple. Introducing a new variable v = q’(p/q) 
reduces (6) to 
v =, (7) 
Integrating (7), substituting the definition of », 
and integrating again, one obtains a solution 
given by 
q = kerp-, (8) 
where k and ¢ are positive constants and 
c > max p. (9) 


Figure I shows a graph of this function, where 
money M and interest rate r replace quantity and 
price respectively. Thus it is seen that the Vickrey 
case is possible; to be sure, the figure depicts a 
“good” Keynesian liquidity preference curve. 

The General Case. More generally, we may use 
a function g(p), rather than a constant, to convert 
(4) into an equation. That is, we seek a solution 
for 


1 
+} ) — (q’)*(p/q*) = g(p), (10) 
q q 


where 
g(p) >O and g’(p) >0. (11) 


By using the same transformation as above, the 
general solution is easily obtained. It is given by 


P 
q = kp* exp E P [ g(s) ds 
0 


(12) 

0 
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where k and ¢ are arbitrary constants. There is 
no general solution satisfying (2) and (11) for all 
p > 0. On the other hand, it is possible to meet 
these conditions in a range of values of the price 
variable, such as 0 < p < n. In such an interval, 
one may find a variety of functions g(p) that fulfill 
the conditions imposed; however, the demand 
function corresponding to equation (12) will not 
be a simple one. 

The Marginal Revenue Curve. It is interesting 
to note that the marginal revenue curve asso- 
ciated with the demand function (8) can be either 
positively or negatively sloped. Since marginal 
revenue is negatively sloped when demand has 
monotonically decreasing elasticity, one might 
think that the marginal revenue curve would be 
positively sloped in the opposite case. It is easy to 
show that this is not necessarily true. 

The total revenue function obtained from equa- 
tion (8) is 

pq = (13) 
Thus marginal revenue is 


d(pq) ( ) (14) 
1+—-}, 
dq p-e 


Fiaure 1 


and its slope is 
p|(p—ct—c 
dq? (p — ] 


As the reader may easily verify, marginal revenue 
is positively or negatively sloped according as 
(p-—c? $0. 


Conclusion. In this note we have proven that 
there exists no uniform relationship between 
changes in price and elasticity. While it is not 
likely that many believed that these factors 
necessarily varied directly, there has been no 
statement of the opposite case. Whether or not a 
market demand function obeying the inverse re- 
lationship can be found is an empirical question, 
but such a function can undoubtedly exist. Fur- 
thermore, we have shown that if demand elas- 
ticity does increase with increases in quantity, 
marginal revenue may be either positively or 
negatively sloped. 


C. E. Ferevson 


Duke University 
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The Location of the Synthetic Fiber Industry: A 
Case Study in Regional Analysis. By Joseph 
Airov. Cambridge, Mass: Technology Press 
of Massachusetts Institute of Technology 
and New York: John Wiley & Sons, 1959. 
Pp. xii, 203. $9.75. 

This book is a development of a doctoral dis- 
sertation and represents the results of applying a 
technique associated with Walter Isard to an em- 
pirical investigation of the synthetic fiber indus- 
try. One of the principle objectives is to forecast 
the regional distribution of the future growth of 
the synthetic fiber industry in the United States 
in terms of direct employment and capital invest- 
ment (p. 1, 7). One readily recognizes the formi- 
dable task this entails. 

In addition to this forecast there are two other 
complementary objectives: (1) to explain the 
present location pattern of the synthetic fiber 
industry in the United States; and (2) to evaluate 
the advantages of Puerto Rico as a location for 
synthetic fiber production (p. 1, 7). 

The analysis is facilitated through the dichoto- 
mization of the industry into stages—the chemi- 
cal intermediate production and the production 
of synthetic fibers. The analysis is restricted to 
the group of synthetic fibers which are obtained 
from synthetic polymers—nylon, Orlon, Acrilan, 
dynel and Dacron. 

The study is based upon the hypothesis that 
through an examination of the synthetic fiber 
industry’s production functions and market areas, 
it is possible to establish a spatial framework of 
regions suitable for plant location (p. 30). Data 
derived from the production functions when 
applied to an interregional comparative cost 
analysis (a form of the general substitution ap- 
proach) can determine minimum cost locations 
and economical spatial orientation of the syn- 
thetic fiber industry. 

A classification of synthetic fibers and an inter- 
esting history of their development follows the 
Summary and brief introduction. The author in- 
cludes a methodological discussion justifying use 
of the general substitution approach. Two chap- 
ters summarize the technology of each phase of 
synthetic fiber industry, develop the production 
functions and isolate the relevant cost factors. 
The exposition is simplified by the use of a re- 
gional cost model consisting of eight regions each 
with a hypothetical production site. The author 
uses actual technical information when obtainable 
but due to the nature of the industry conjectured 
data was necessitated in many instances. This 
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naturally involves value judgments on the part 
of the author and allows his analysis to become 
more vulnerable to criticism. The concluding 
chapter applies the data to the interregional 
comparative cost technique through which the 
final results are obtained. There is a substantial 
appendix consisting primarily of data used in the 
analysis. 

Several important conclusions may be briefly 
outlined. The chemical intermediate phase of the 
industry was ascertained to be materially ori- 
ented. The author forecasts that by 1975 between 
70 and 87.5 per cent of the new chemical inter- 
mediate plants will be located in the Texas Gulf 
area and 12.5 to 30 per cent in the West Virginia 
or nearby raw material area (p. 3). The synthetic 
fiber production stage tends toward minimum 
costs at locations in the fiber market regions. It 
is estimated that by 1975, 80 per cent of the new 
synthetic fiber production will be in the textile 
South and Puerto Rico, and the remaining 20 per 
cent in the West Virginia area (p. 4). 

Some economists will criticize the study as 
incomplete on the basis of using an approach 
which emphasizes only the cost factors of location 
while abstracting from demand factors such as 
locational interdependence and pricirg policies. 
However, much credit is to be given to the author 
for his ability to disentangle the relevant cost 
factors from the maze of factors affecting the 
industry, for building a regional cost model, and 
the generally painstaking justification for each 
series of data used. He remains consistent in his 
chemical engineering technology and location 
analysis while completing a clearly written and 
concise analysis. 

Unfortunately, there should have been greater 
attention paid to details in transforming the dis- 
sertation into book form. The book contains more 
than its share of careless errors of composition. 
These errors, however, do not detract much from 
the generally fine quality of the investigation. 

Those persons in the synthetic fiber and allied 
industries will find this analysis timely and worth- 
while. Those interested in location theory, 
regional analysis, economic development and re- 
lated areas will find this book helpful as an exam- 
ple of an application of the tool of interregional 
comparative cost analysis. 

WarrEN A. PILusburY 

University of Virginia 


Capital and Interest. By Eugen von Béhm-Bawerk. 
Translated by George D. Huncke and Hans 
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F. Sennholz. South Holland, Illinois: Liber- 
tarian Press, 1959. Three volumes. Pp. xxii, 
490; xi, 466; viii, 246. $25 the set. 

Eugen von Béhm-Bawerk (1851-1914) was prob- 
ably the most influential as well as the most con- 
troversial and controverted (e.g., see the works 
of J. B. Clark and F. W. Taussig) of the leading 
members of the Austrian school of economists. 
His name became a household word among econo- 
mists almost from the time of publication of his 
first major work in 1884 and remained so until in 
the 1920's. Some would say, and probably cor- 
rectly, that his influence persisted into and be- 
yond the late 1920's, in the business cycle litera- 
ture that revolved about the role of the period of 
production and the behavior of the structure of 
production. Illustrations of this latter type of 
influence are to be found in the works of expound- 
ers of the so-called neo-Austrian theory of the 
trade cycle. Illustrative of his greatest and most 
profound influence are its manifestations in writ- 
ings on capital and interest of such distinguished 
economists as Knut Wicksell and Irving Fisher. 
Béhm-Bawerk answered, in short, to the descrip- 
tion of a “seminal thinker,’’ even though some 
believe this seminality to have had occasional 
assistance from obscurity of expression. How such 
obscurity may be removed, however, has been 
admirably demonstrated recently by R. Dorfman 
in his ‘A Graphical Exposition of Bohm-Bawerk’s 
Interest Theory’’ (in The Review of Economic 
Studies, XXVI, pp. 153-58). 

Despite the importance economists attached to 
Béhm-Bawerk'’s work, most of them seem to 
have relied upon the first editions of Capital and 
Interest (1884) and The Positive Theory of Capital 
(1889), translations of which, together with care- 
ful analytical summaries of Béhm-Bawerk’s the- 
ses, appeared in 1890 and 1891, respectively. These 
were done by William Smart who did much to in- 
troduce the Austrian conceptions into England. 
Other less important of Bbhm-Bawerk’s writings 
also appeared in English. Articles by him appeared 
in the first and third volumes of the Annals of 
the American Academy of Political and Social 
Science in 1891 and 1894, respectively, and in the 
ninth volume of the Quarterly Journal of Econom- 
ics (1895-96). In 1931 and again in 1951 his es- 
say, “Macht oder ékonomisches Gesetz,”’ and 
in 1949, his essay, “Zum Abschluss des Marx. 
schen Systems,’’ appeared in English translation. 
The final and complete edition of his principal 
work remained untranslated. It is this work that 
has finally been made available in English, in 
what appears to be a fine translation by George 
D. Huncke, who is described as responsible for 
“translation into idiomatic English,”’ and Hans 
F. Sennholz, who was responsible for “‘the accu- 
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rate translation of technical terms and the con- 
formity of the translation to the composite 
thought of Béhm-Bawerk.’’ The publisher ex- 
presses indebtedness also to Dr. Ludwig von Mises 
for his suggestions and encouragement. 

The appearance of this translation warrants a 
careful, critical assessment of Béhm-Bawerk’'s 
contribution, together with a new indication of 
the extent of his influence upon the development 
of interest, capital, and related theory. The ac- 
complishment of so time- and space- consuming 
a task lies outside the scope of a review. So also 
does a critical assessment of the quality of the 
translation. Respecting the latter, however, it 
may be noted on the basis of a small sample, that 
the same meaning (when present) is conveyed by 
the present as by Smart’s translation, though the 
translations differ somewhat in wording, in verbal 
conformity to the original, and in felicity of ex- 
pression. In this notice, therefore, attention will 
be confined to indicating the history and the con- 
tents of the three volumes under review. 

The present work, Capital and Interest, com- 
prises three volumes, History and Critique of In- 
terest Theories, Positive Theory of Capital, and 
Further Essays on Capital and Interest. The first 
of these volumes, in its day perhaps the best 
history yet done of a major branch of economic 
theory, appeared initially in 1884. Second and 
third editions appeared in 1900 and 1914, and in 
1921 a posthumous fourth edition which, together 
with the final editions of the other two volumes, 
constituted the definitive edition of Béhm- 
Bawerk’s Capital and Interest. The second of these 
volumes, in which the author’s capital and inter- 
est theory was first set down in detail, appeared 
initially in 1889; a second edition appeared in 
1902. In 1909, half of a third edition, together 
with half of the first edition of the third volume, 
appeared in one binding; in 1912 the remaining 
halves of these two volumes appeared in one 
binding. The final editions, as noted, appeared in 
1921 as components of the author's complete, 
three-volume work on Capital and Interest, of 
which the work under review is a translation. In 
the translation the notes have been located at 
the back; there is a name but not a subject index; 
there is not, as in Smart's translations, an analyti- 
cal table of contents. 

The fourth edition of BOhm-Bawerk’s critical 
history of capital and interest theory (i.e., the 
first volume of this translation) differs substan- 
tially from the first edition which Smart trans- 
lated. There are numerous modifications and 
additions, in particular an account of John Rae’s 
views, criticisms of the views of Marshall and 
Walker and others, and a survey of relevant litera- 
ture appearing in 1884-1914. Numerous modifica- 
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tions and additions were made also in the first 
edition of volume 2 (which Smart translated); 
among them are the author’s treatment of the 
contributions of his contemporaries (e.g., Landry, 
Clark, Cassel, Fisher) and of psychological con- 
siderations. The changes remarked appeared, of 
course, in the next to the last German edition. The 
third, Further Essays on Capital and Interest, has 
not heretofore been available in English; it origi- 
nated as an excursus to the Positive Theory, 
initially appearing, as noted, in the form of ap- 
pendices to the latter in the 1909-12 edition. It 
includes discussions of the impact and meaning 
of roundaboutness, the effect of invention, the 
valuation of complementary and producers’ goods, 
the role of disutility in value theory, economic 
motivation, the measurability of sensations, the 
reasons why present goods are valued more highly 
than future goods, the historical development of 
durable-goods theory, etc., and comments upon 
the views of R. Meyer, Fisher, Fetter, Cassel, 
Landry, and others. Each of these discussions and 
comments was designed to supplement, defend, 
or clarify some particular portion of the Positive 
Theory. 

The three-volume work under review is a nota- 
ble addition to the body of classical economic 
literature available in English. The translators 
and the publishers are to be congratulated for 
their efforts in making this work available. It is 
to be hoped that it wili find its way to library 
shelves and scholars’ studies. 

Joseru J. SPENGLER 

Duke University 


The Public Stake in Union Power. Edited by 
Philip D. Bradley. Charlottesville, Va.: Uni- 
versity of Virginia Press, 1959. Pp. viii, 382. 
$7.00. 

During the Spring of 1958 the Graduate School 
of Business Administration at the University of 
Virginia offered an unusual course in Labor. For 
each of fifteen weeks a visitor was brought in to 
take over the class and lecture on a topic largely 
of his own choosing. These fifteen lectures, plus 
another offered by the director and coordinator of 
the course, Philip D. Bradley, make up the vol- 
ume under review. It is clearly impossible to do 
justice here to all of these individual efforts, so 
I shall settle for a brief comment on each. 

Several of the papers comment in greater or 
less detail on the problems of ‘‘demand-pull’’ and 
“cost-push”’ inflation. E. H. Chamberlin seems to 
accept cost-push as a probably-correct part of the 
explanation of inflation and tosses it into the 
pot as part of the case for doing something about 
union power. F. A. Hayek accepts monetary fac- 
tors as being basic in causing inflation and points 
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to the long-run implications of having monetary 
policy geared to extracting the economy from its 
cost-push employment and resource allocation 
problems. G. Haberler’s position is not clear-cut; 
I feit that his analysis was clouded by what ap- 
peared to be a belief that wage increases forced 
upon one segment of the economy would nor- 
mally and automatically spread throughout the 
economy. J. M. Clark’s explanation of recent 
price level changes is marred by the same notion 
of this ‘“‘follow-the-leader’’ theory of (economy- 
wide) wage level determination. W. Fellner’s ar- 
ticle is dedicated entirely to cost-push, demand- 
pull. He tries to express the cost-push concept in 
analytical terms and then to use it to study 
growth and full-employment. I felt that his ex- 
cellent discussion of the possibilities of simul- 
taneously achieving acceptable levels of employ- 
ment, price stability, and growth stood on its own 
and would have been improved by removal from 
the cost-push setting. 

J. R. Meyer's paper represents an attempt to 
examine the circumstances under which wage in- 
creases will have stabilizing effects upon the 
economy. The argument by which he reaches the 
conclusion that ‘‘unbalanced cost-push inflations 
or really substantial deflations would be the best 
time to incur wage increases’’ is so filled with 
successions of uncertain relationships and ques- 
tionable sequences of events as to cast extreme 
doubt in my mind about its validity. D. M. Wright 
and F. H. Knight drive home the same basic 
point. It is that proper policy in regard to unions 
can come only out of an understanding of the 
free market mechanism in maintaining a free 
society. The J. W. McKie article emphasizes the 
interrelationships between product and factor 
market monopoly and surveys proposals which 
have been suggested as means of maintaining and 
extending competition. A. Rees sympathetically 
discusses the problem of decreasing the social 
costs involved in maintaining grievance and sen- 
iority rights. G. W. Nutter contributes a broad 
and, to me, useful, general theoretical statement 
of the limits to union power. The article on com- 
petitive and monopoly unionism by H. G. Lewis 
contains ideas that are new to me and an analyti- 
cal approach which is strange to most of us inter- 
ested in labor market problems. I suspect that it 
will prove to be a significant effort. The article 
contributed by the editor, P. D. Bradley, is dis- 
tinctly propagandistic in tone; this will probably 
guarantee that many readers will not give his 
contribution the attention which its subject- 
matter (the conflict between individual freedom 
and unionism) warrants. P. T. Bauer’s article on 
the effects of non-market wage determination 
in under-developed countries is a nice general 
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theoretical statement which points to an area rich 
in labor market research opportunities. A. A. 
Alchian’s article is a stimulating examination, 
based on the tools of economic analysis, of the 
system of tenure among college and university 
professors. 

The several really good analytical efforts in the 
book make it a desirable addition to the labor 
economist’s library. However, these probably 
would have appeared in the journals, so the book’s 
real justification must lie in its effort to stimulate 
the production of papers which probably might 
not otherwise have been forthcoming from these 
particular (general) theorists or which might not 
have found a ready publication source had they 
been produced spontaneously. Viewed in this 
light, I feel that the book is rather less successful 
than its predecessor, The Impact of the Union, the 
discussions of which provided unique insights into 
the positions of the participants. In the same vein, 
it should be pointed out that five of the generalists 
of The Public Stake in Union Power appeared in 
the earlier volume; it is no reflection on their 
efforts in the volume under review to suggest 
that the profession would have profited more by 
hearing from five others. But it would be mis- 
leading to conclude this review negatively. This 
is a valuable collection of papers and it is to be 
hoped that the University of Virginia will con- 
tinue its experimental teaching and publication 
efforts. 

Rosert L. Buntine 
North Carolina State College 


Output, Employment, Capital, and Growth. By 
Hans Brems. New York: Harper & Brothers, 
1959. Pp. xiii, 349. $6.00. 

For the most part this book brings together 
various articles on aggregative economics pub- 
lished by the author in economic journals over 
the last several years. While he declares that he 
seeks ‘“‘to restate and occasionally to refine and 
extend modern and neoclassical models,’’ I think 
the work is most interesting for its extensions 
and that it is likely to become a handy reference 
book in this respect. I doubt that the volume will 
have much textbook appeal because of Brems’ 
choice of a mathematical mode of statement: the 
time is still not ripe at the undergraduate or 
early graduate level for this type of exposition. 
Brems himself regards the communications prob- 
lem as ‘‘a one-way barrier’: for “while most 


economists are innocent of mathematics, the 


mathematical economists are fully literate’’ (p. 7). 
I leave others to adjudge this; for Brems the 
solution is for economists to learn more mathe- 
matics. I think the deeper issue is whether when 
once this is done there is much point in exercising 
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one’s mathematics on lengthy derivations per- 
formed by others; Marshall long ago raised this 
question and it came to my mind as I read through 
Brems’ book. 

After a very brief, but lucid, 7-page discussion 
of the methodological concepts of substance, 
operational significance, generality, and validity, 
Part I—about 40 pages—is devoted to “The Key- 
nesian Model.’’ This runs in real terms, uses a 
linear consumption function, treats investment as 
a parameter, develops several multipliers, and 
introduces foreign trade by assuming a constant 
average propensity to consume. At this stage 12 
output multipliers emerge (pp. 26-27). Proceeding, 
the investment function is then viewed as a par- 
tial segment of an ellipse, and the liquidity-func- 
tion is analyzed as part of “The Complete Key- 
nesian Model’’ (Chapter 5). The analysis closes 
with an exhibit of the “sensitivity of national 
output to changes in the parameters’’ and draws 
on all of it for “A Keynesian Theory of Inflation” 
(pp. 46-47). Part I then ends with a short chapter 
critique of Keynesian analysis, centering mainly 
on its short-period nature, its extreme aggrega- 
tion, and (an alleged) evasion of disequilibrium 
aspects. 

I think that Brems is correct in calling all this 
a “Keynesian’’ model for it has come to represent 
the major Keynesian tradition. Still, it is open 
to question what all this has to do with Keynes 
himself. Here is an analysis that runs in real 
terms, of unvarying prices rather than unvarying 
money wages, that leaves no room for produc- 
tivity elements, that refuses to recognize a rela- 
tion between the price level and the transactions 
demand for money, and does so in the name of 
Keynes. I think that this is in rather complete 
error, and is not to be found in Keynes—but in 
Keynesians. The cruelest blow of all is to find this 
apparatus applied to a “Keynesian’’ discussion 
of inflation even though, on its own assumptions, 
rising prices are precluded: never once are changes 
in money wages—or Keynes’ wage unit concept— 
mentioned. Something went very sour in these dis- 
cussions a long time ago and unfortunately, in 
my mind, Brems continues what I think to be a 
spurious line of Keynesian descent. Of course I 
reject his confident assertion that “no Keynesian 
model can draw the distinction either between 
the goods and the factor market or between house- 
hold saving and business saving’’ (p. 74). This 
applies to Brems’ Keynesian brand, not to 
Keynes’. 

Part II is preoccupied with disaggregation, and 
uses an extensive (and tiresome) play of ex ante- 
ex post concepts. The few pages on nonprice com- 
petition, and the longer discussions of input-out- 
put analysis and foreign trade relationships are 
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likely to prove rewarding, for thought and refer- 
ence. Part III has many ideas that warrant atten- 
tion, on the theory of the firm, the concept of 
selling effort, programming, and its efforts to 
bring Bohm-Bawerkian views down-to-date. 

The final part is concerned with growth models 
more elaborate than the usual output type, in- 
corporating labor force, hours, and productivity 
dimensions. Most of the analyses involve rather 
large sets of equations, running to 52 in the case 
of foreign trade to 18, 22, or 34 at other phases. 
Varying parameters to observe effects, Brems has 
been able to obtain some solutions through the 
use of high-speed computers. Unless one is re- 
signed to painstaking reading it is not always 
easy to keep straight what is taking place on these 
pages. It is here that answers to simple questions 
get complicated: at times I think Brems’ exposi- 
tion is at fault though too often the unsettling 
fact is that the answer is complicated. 

Brems ends his work with the line that “fur- 
ther mathematization of economic theory is to be 
anticipated’’ (p. 339). I suppose this is inevitable 
—for mathematical economists. But it does not 
follow that good ideas occur only to mathemati- 
cians. Manipulation does not always mean under- 
standing. 

Despite the faults that I think I detect in the 
areas it covers, the book is nevertheless a wel- 
come contribution which can serve as a fine case 
reference for economists and for the more curious 
and better trained graduate students. Many pas- 
sages and chapters can be isolated and assigned 
in a variety of graduate classes. 

Sipney WEINTRAUB 

University of Pennsylvania. 


Theory of Wages and Employment. By Allan M. 


Cartter. Homewood, IIl.: Richard D. Irwin, 
1959. Pp. xii, 193. $5.00. 

This comparatively short book (180 text pages) 
is divided into two parts. Part I is devoted to ar 
exposition of traditional wage and employment 
theory, and Part II is concerned with the trade 
union as an economic institution and with its 
impact at the level of the firm and on the total 
economy. 

In Part I the author adds little that is new, and 
indeed, this is not his purpose since his concern 
is with a review of the development of marginal- 
ism and its relationship to wage and employment 
theory. This well written and technically compe- 
tent material provides an excellent review of tra- 
ditional theory for the student. The following 
paragraph generally summarizes the author’s the- 
sis in Part I. 


Certainly wage theory utilizing the marginal 
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regen principle is far from perfect; no the- 
ory can be which is limited in view to a relatively 
simple relationship between two primary varia- 
ables. However, in a market-oriented economy, 
the price-quantity relationship is ordinarily the 
most crucial one in determining actions. Critics of 
marginal analysis in general, and the marginal pro- 
ductivity principle in particular, have usually 
blunted their shafts by aiming at marginalism 

rather than at the analysts. It is not the marginal 
principle which is invalid, but the use of it is occa- 
sionally improper. As long as monetary incentives 
are a primary guide to action (and there is some 
reason to suppose that this incentive and the 
means of implementing it are becoming stronger, 
not weaker), then marginal principles are applica- 
ble as a means of analyzing economic behavior. 


Part II introduces the trade union and evalu- 
ates its role in our society. In this section the 
author has accomplished a skillful blending of the 
recent contributions of those contemporary writ- 
ers who have concerned themselves with the 
institutional approach to labor with those who 
have emphasized the theoretical. His research 
has led him to conclude that while the two groups 
have been allergic to each other “there is increas- 
ing evidence of an impending rapprochement.”’ 
In fact, the reader obtains the impression that 
one of the major reasons for the author’s efforts 
was to hasten this marriage. 

In addition to examining contemporary wage 
theory in Part II, Cartter does an excellent job 
in analyzing union-employer preferences, and in 
he development of a bargaining model at the 
level of the firm. Using these analytical devices 
he concludes that they “augment, not vitiate, 
the traditional wage and employment theory.’’ 
It is in these discussions that the author goes 
beyond the work of others and makes his chief 
contribution. 

After calling attention to the limitations of 
Clarkian marginal productivity theory when ap- 
plied to the dynamic world, emphasis is placed 
upon the treatment of the wage-employment re- 
lationship for the economy within the framework 
of the general determinants of income. This leads 
to a rejection of Clark’s assumption of constant 
effective demand and to the development of a 
more general theory of wages. “But whether we 
view the firm, an industry, or the economy as a 
whole, the principle of marginal productivity re- 
mains the cornerstone on which the theory of 
wages and employment rests.”’ 

This reviewer has used the book as a text ina 
first year graduate course in wage theory. The 
results were gratifying to both the instructor and 
the students. My present plans are to continue 
its use. 

Finally, I feel that the author's scholarship ex- 
ceeds his predictive ability. I cannot agree that 
the “healthy marriage’ of the institutionalists 
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and the theorists in the labor field is rapidly ap- 
proaching. In fact, I would predict that after 
some of the more ardent and vocal institutional- 
ists have their say concerning the work of Cartter 
he will conclude that the rapprochement is con- 
siderably in the future. 
J. Frep 

University of Tennessee 


Business Enterprise in its Social Setting. By Ar- 
thur H. Cole. Cambridge, Mass.: Harvard 
University Press, 1959. Pp. xiii, 286. $5.50. 

Mr. Cole’s purpose is to provide a more fruit- 
ful approach to a realistic analysis and under- 
standing of problems of economic growth. He 
hopes to span the gap between history and theory 
with “‘a bridge that is evolved from historical 
materials, not derived from assumptions.”’ 

In defining and analyzing the problem, the au- 
thor centers upon the entrepreneur and the social 
and cultural structure within which the entrepre- 
ueur functions. The book has three parts. The first 
lays the groundwork for a theoretical framework 
within which entrepreneurship (and thus the 
economy) can be studied. The second is a series 
of vignettes showing the relationships of the 
entrepreneur to the social order, the state of 
economic development, the impact of technologi- 
cal change, the structure of business organization, 
and governmental environment. The third part 
deals with the process of entrepreneurial change. 

Cole complains that too many economists are 
unwilling to “‘step out of their depth’’ when a 
specific problem involves matters of culture and 
cultural change. This has resulted in a steriliza- 
tion of theory, which in turn makes present 
theory increasingly less useful both for realistic 
analysis and for satisfactory solution of current 
economic problems. 

In the author’s words, ‘‘Economics has always 
claimed to be a social science. A brand of econom- 
ics that paid adequate attention to entrepreneur- 
ship would be such a science par excellence.’’ Cole 
sets the stage for a modelling of ‘‘the entrepre- 
neurial stream,’’ which represents not only the 
culture of the particular time period being stud- 
ied, but also the ‘“‘remembered past’’ which con- 
tinues to influence entrepreneurial actions. It is 
only by this means, he insists, that real dynamics 
can be introduced into economic analysis. ‘‘Un- 
happily, the term ‘dynamic’ has been purloined 
to the labeling of a form of analysis which is dy- 
namic only in a very limited degree: shift from 
one equibibrium to another.’’ To the historian, 
Cole reminds, the appearance of an equilbrium is 
a very rare occurrence, for the historian sees a 
constant flow of interacting changes. 

Cole shows that entrepreneurial decisions are 
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linked to past decisions, and in turn condition 
subsequent ones, thus becoming cumulative in 
character and defying static analysis and ceteris 
paribus assumptions. 

Entrepreneurship is defined as a social phe- 
nomenon which has three main dimensions: the 
relationships (1) of the entrepreneur to others 
both closely and loosely connected with indi- 
vidual enterprises; (2) of entrepreneurial units 
to one another; and (3) of entrepreneurs to the 
cultural and economic milieus in which they hap- 
pen to be operating (as well as to those of pre- 
vious periods und places). 

The author's focus upon the entrepreneur pro- 
vides a convenient means for an interdisciplinary 
approach to economic analysis. With the stream 
of interactions which he traces he tantalizes the 
reader with the prospect of both explaining and 
anticipating ‘“‘exfoliation in business structure’’ 
much in the way this can be done with botanical 
specimens. In discussing the social conditioning 
of entrepreneurship, numerous evidences are 
cited pertaining to changing goals, motivations, 
attitudes, and practices. This approach is shown 
to be highly useful in estimating the transfera- 
bility of entrepreneurship from one culture to 
another, such as from an economically developed 
country to a lesser developed one. 

This is a stimulating piece of work which re- 
flects the author's rich background and long 
study. It is a refreshing and effective evaluation 
of correlative realities surrounding economic phe- 
nomena. The book provides much more than pro- 
vocative criticism of the economic theorists’ tend- 
ency to develop analyses and models based upon 
static assumption. It provides a solid set of con- 
ceptual and historical bench-marks for checking 
the adequacy of theory and the applicability and 
accuracy of theoretical assumptions, particularly 
those dealing with entrepreneurial economics. 

This book will be of interest to all social scien- 
tists. It deserves the special attention of acade- 
micians in economics and business administration. 

Donato J. Hart 
University of Florida ; 


Monopoly in Economics and Law. By Donald 
Dewey. Chicago: Rand McNally & Co., 1958. 
Pp. ii, 328. $5.75. 

Professor Donald Dewey's excellent compila- 
tion ‘“‘of what economists and lawyers have 
thought about monopoly” since early times—he 
makes no distinction between the views of law- 
yers and judges—could be used as a textbook for 
an advanced undergraduate course in a highly- 
specialized field, provided that both the in- 
structor and the students were reasonably well- 
grounded in econometrics and law. Aside from 
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this, the Dewey treatise deserves a place in the 
working library of anyone seriously interested 
in the monopoly problem. 

The first third of the book is concerned with 
what economists of various schools of thought 
have written on this most engaging subject. While 
the conflicting positions appear to be stated 
fairly and accurately, the treatment is, because 
of the limitations of space, inclined to be sketchy. 
Here and there, the author injects his own views 
—a practice which tends to enliven what other- 
wise might be tedious reading. As a method of 
appraising the statutes, interesting enough is the 
speculation on how American business might have 
developed since the corporate revolution if Con- 
gress had not seen fit to yield to the public pres- 
sure for antitrust legislation. Like Professor 
Sumner Slichter, and many others, the author 
does not appear to fear ‘‘bigness’’ in business. 

Approximately two-thirds of the volume is de- 
voted to a painstaking examination of the com- 
mon law, antitrust and related legislation, and 
court decisions; this allocation of space may 
indicate that even an economist, who appears to 
have some misgivings about the value of the 
case-by-case approach, may attach undue impor- 
tance to the legal aspects of monopoly. The author 
indicates a decided preference for common-law 
concepts and English court decisions—a position 
which is shared by many experts in the field. Fur- 
thermore, judges are inclined to be more inter- 
ested in legal principles than in economic prin- 
ciples; on the rare occasions when they quote 
from the writing of an economist to support a 
ruling, they are prone to select something from 
the works of an out-of-date authority. Quite 
properly judges are inclined to be biased in favor 
of property rights, and the ‘‘American practice 
of according the right of trial by jury to corpora- 
tions is a quaint bit of nonsense that reformers 
have not yet removed from the law.” 

It is highly unlikely that any two individuals 
with competence in the monopoly field—lawyers, 
economists, or political scientists—could agree 
on a list of the most significant antitrust deci- 
sions. Many of the readers of Professor Dewey's 
treatise may be disappointed when they learn, 
among other omissions, that he does not men- 
tion either the cellophane case (United States v. 
Du Pont, 1956) or the glass-container case (Hart- 
ford Empire Company v. United States, 1945); 
that he makes little more than a passing reference 
to the American Tobacco case of 1911, and to the 
Du Pont-General Motors case of 1957; and that he 
appears to take the part of the defendants in the 
American Tobacco case of 1946. In further exten- 
uation, if such is appropriate, it may be pointed 
out that the author has attempted to cover a 
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broad and complex field in less than two hundred 
pages, and that, under the circumstances, he has 
done a creditable job. 

There are other topics that may deserve more 
attention from Professor Dewey: the experience 
of the several American states with the monopoly 
problem; political pressures that influence the 
aggressiveness, or lack of aggressiveness, of the 
Department of Justice in the enforcement of an- 
titrust laws; the reluctance of the enforcers to 
prosecute actions vigorously during periods of 
national emergency; and the conflict between 
tariff and antitrust policy. 

Criypve C. CarTER 

University of North Carolina 


American Business Cycles, 1865-1897. By Rendigs 
Fels. Chapel Hill, N. C.: University of North 
Carolina Press, 1959. Pp. 244. $6.00. 

American Business Cycles, 1865-1897 is an au- 
thoritative work which reflects on the part of 
Professor Fels a high level of competence and 
scholarly attainment. All the demanding criteria 
of writing business cycle history are met in this 
book. The first four chapters are a unit in which 
Fels explores the methodology of business cycle 
research, shows the usefulness of the historical 
method, sets forth the theoretical framework of 
his study, and takes up the manner in which he 
approaches each cycle treated. This is not history 
without theory or theory without history but a 
skillful blending of the two, in which Fels demon- 
strates the merits of the historical approach as 
he makes use of each cycle to shed light on the 
validity of the individual theories and uses them 
when valid to interpret events. 

No theoretical framework for writing business 
cycle history can please everyone—Fels chooses 
Schumpeter (which should surprise no one), Hicks 
to reflect the multiplier-accelerator models, and 
Gordon on major and minor cycles and invest- 
ment opportunities vs. the inducement to invest. 
To deal with multiple cycles, his model includes 
a two-phase Kondratieff. a 20-year cycle, and 
major and minor business cycles. And the chap- 
ters of the history portion of the work run from 
the Kondratieff aspect of the entire period in 
Chapter 5 to the individual cycles of 1865-1879, 
and 1879-85, 1885-88, 1888-91, 1891-94, 1894-97. 

In setting the stage for the whole period from 
the end of the Civil War to the turn of the cen- 
tury, Fels carefully points out (pp. 26-27) that 
“In the historical sections of his treatise Schum- 
peter always worked with four-phase cycles, but 
in his theoretical discussion he made it clear that 
depression and revival are not necessary parts of 
the model.’’ And then he goes on to say that a 
two-phase Kondratieff fits the facts better ‘‘with 
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prosperity dated from 1843 to 1869 and recession 
from 1870 to 1897.’’ But then to make matters 
rather confusing he labels Chapter 5 ‘“‘Long-Wave 
Depression.’’ What Fels sets out to explain, of 
course, is, as he puts it (p. 63), ‘“‘the twin facts of 
falling prices and unusually severe depressions,”’ 
but he is not careful enough to warn the reader 
that “long-wave depression’’ does not apply to 
output as a whole, a matter which is old-hat with 
respect to the Kondratieff. As far as this re- 
viewer is concerned, far superior frameworks for 
interpreting the period as a whole include the 
concept of alternating periods in rates of growth 
a la Abramovitz, or in terms of secondary trends 
around an upward secular trend after Feliner. 

No matter what a person’s theoretical position 
may be he will find the chapters on the individual 
major cycles excellent, and in particular, Chapter 
6, ‘‘The Cycles of 1865-79" stands out in terms of 
history and business cycle theories. In each cycle 
his analysis gives careful consideration to the 
real vs. monetary controversy in explaining the 
behavior of investment which for the period in 
question was dominated by the building of the 
railroads. Fels makes judicious use of both, for 
the period was marked by severe monetary dis- 
turbances. But this writer can find no fault in his 
general contention that for the period as a whole 
monetary causes can be subordinated to real 
causes, an important finding, but one which will 
not satisfy all schools of thought. 

Joseru Arrov 


Emory University 


Germany's Economic Preparations for War. By 
Burton H. Klein. Cambridge, Mass.: Harvard 
University Press, 1959. Pp. xi, 272. $5.00. 

Mr. Burton H. Klein’s thesis is that, contrary 
to the basic assumption of practically all prewar 
economic and political writers that the Germans 
made massive preparations for war which they 
carried out with a “‘superefficient’’ manner, Ger- 
many’s rearmament was on a modest scale and 
it “‘did a far from distinguished job’’ in managing 
its wartime economy; and that, while the writers 
were “correct in their belief’’ that Germany pre- 
pared for war, their exaggerated view of the 
character of its economic mobilization was due to 
their complete failure to appreciate Hitler’s con- 
cept of blitz warfare that required only ‘‘minimal 
war preparations.” 

Now Klein apparently believes that his is a 
novel thesis. Actually, as far back as 1954 the 
German Institute of Economic Research advanced 
the same proposition in its regrettably little 
known study (it is not listed in Klein's extensive 
bibliography), Die deutsche Industrie im Kriege 
1939-1945, which is the product of researches in 
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some of the same source materials and covers 
much the same ground as his book. Moreover, he 
is unduly critical of the prewar writers, if it is 
remembered that governments held the same 
view on Germany’s rearmament. 

Nevertheless, Klein’s book is unquestionably 
an important contribution to studies on the Ger- 
man war economy. On the basis of statistical and 
other information drawn from the authoritative 
report on “The Effects of Strategic Bombing on 
the German War Economy,”’ by the United States 
Strategic Bombing Survey, and hitherto unpub- 
lished documents, and from the testimony of 
government officials, generals, and others who 
were responsible for Germany’s preparation for 
and conduct of the war, he gives in terms of 
national-product analysis a clear and comprehen- 
sive review of Germany’s utilization of resources 
and manpower during the period of rearmament 
(1933-1938) and for the war effort (1939-1944), as 
well as a sober and illuminating evaluation of the 
real reasons for its defeat. 

Klein shows conclusively that it was only after 
Stalingrad and the destruction of its cities and 
industrial installations by large-scale bombing 
attacks that Germany ‘‘began to mobilize in 
earnest.’’ Before the war, German rearmament 
was only on a limited scale because of: the fear 
that a larger effort would lead to inflation and 
financial collapse; the government’s unwillingness 
to demand heavy sacrifices from the people; 
Hitler’s inability to subordinate various private 
interests to his central task of preparing for war, 
and a lack of efficiency in the direction of the 
rearmament program. But, as the author makes 
clear, even without these impeding factors Ger- 
many would not have undertaken larger war 
preparations simply because they were not re- 
quired by Hitler’s strategy of blitz warfare—a 
series of short and swift wars. And, as Klein fur- 
ther shows, even when war came Germany made 
no determined drive toward an all-out war effort, 
with the consequence that ‘“The peak of her war 
effort was not reached until mid-1944, and was 
reached only after her defeat was a forgone con- 
clusion’’ (p. 236). 

One has the feeling in reading the book that 
Klein believes that had the German economy been 
fully mobilized in the early stages of the war the 
outcome probably would have been different. But 
the aforementioned Institute study reaches pre- 
cisely the opposite conclusion: that ‘‘an earlier 
(and more intensive) increase in armament would 
not in the end have meant a chance’”’ of victory, 
because Germany was defeated in the factory. 
And for Germany “there was no chance to win 
economically this war of the factories.’’ Had not 
the air war and loss of territories so effectively 
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weakened Germany’s fighting power, “‘in the long 
run the superiority of the opposite side in man- 
power, raw materials and capacities would have 
decided the issue.’’* 
ArtuurR Leon HoRNIKER 
Washington, D. C. 


Economic Fluctuations: Growth and Stability. By 
Maurice W. Lee. Homewood, Ill.: Richard D. 
Irwin, 1959. Pp. xviii, 659. $7.00. 

This is a revised edition of Dr. Lee’s work of 
1955, entitled Economic Fluctuations. On the 
whole, the changes are not great. 

The single chapter of the introductory Part I 
carries out the same valuable function, with few 
alterations. Part II, relating to the nature of 
economic fluctuations, begins (as before) by rely- 
ing, perhaps too uncritically, on the early work 
of the NBER. Except for noticing now the possi- 
bility of subcycles, and hoping for aid from com- 
puters to deal with seasonal fluctuations, this part 
of the work follows the old path until its last 
chapter, which is new. This Chapter 6 takes a 
preliminary glance at growth and economic sta- 
bility, a subject treated at greater length in 
Part V. 

In the historical Part III, some 50 pages have 
been saved at the beginning (up to 1920) by com- 
pressing three old chapters, complete with charts 
and tables, into one new one without either. 
While the passing of the well-known chart of the 
Cleveland Trust Company may cause few tears, 
the omission of other historical data may not 
please instructors who like to nourish their stu- 
dents therewith. The other two historical chap- 
ters remain virtually unchanged. 

The old Part IV on the GNP, etc., has been 
suppressed, and its subject matter is now sub- 
sumed in shortened form (the new Chapter 13) 
into the part which dealt formerly with theory, 
but now “a blend of theory and fact’’ (p. 10). 
Since it may be assumed reasonably today that 
all students attacking economic fluctuations will 
have acquired an elementary knowledge of the 
national accounts, this rearrangement seems 
justified, Moreover, the attempt to keep fact and 
theory entirely separate has always been artificial 
and abortive. Chapter 14 in Part IV is completely 
new. It deals with the flow-of-funds accounts, 
probably to the delight of some instructors and 
the surprise of others. Dr. Lee makes no unsuit- 
able claims for this analysis, but his hopes are 
high. Apart from noticing the permanent-income 
thesis in Chapter 15, the new Part IV has no 
other substantial change, except for the last 


* See my review of the Institute report in The 
Journal of Economic History, June 1957, pp. 289- 
290. 
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chapter. This has been remodeled and brought 
up to date, with the recent work of Harrod treated 
more carefully, and with growth sprouting up in 
some intervening paragraphs. 

Part V, called Economic Stabilization, has more 
changes than any other part of the work, as might 
be expected. The concept itself is revised in the 
first chapter (19); and the following one, on fiscal 
policy, contains changes: corporate income levies 
being reconsidered at greater length, whereas 
CED ideas remain as in the 1955 edition. Again, 
while the chapter on monetary policy stands un- 
altered, a new one is inserted on debt manage- 
ment. This is grounded firmly on facts, statistical 
and other, but the Treasury’s dilemma regarding 
the cost of borrowing does not emerge plainly at 
once. Help in this respect comes, however, from 
another new chapter (24), which touches on the 
recent history of debt management, as well as 
dealing with other policy. In these matters, Dr. 
Lee is on the side of the angels, the Federal Re- 
serve, and nearly all (as one supposes) of his pro- 
fessional brethren. Similarly, he is eminently 
sensible regarding price-level policy in his new 
Chapter 28, concluding Part V: to state the ob- 
vious convincing!y is part of the task of the text- 
book writer. 

The only other innovation is an additional 
chapter on forecasting. Not everyone will have 
even the sympathetic but hesitating inclination 
to believe, that Dr. Lee has, concerning estima- 
tions of the probably severity of declines. 

Dr. Lee paints on a canvas slightly wider even 
than before, with a mass of detail. There is much 
to be said for such a method. 

W. A. L. Coutsorn 

Oglethorpe University 


International Financial Transactions and Busi- 
ness Cycles. By Oskar Morgenstern. Prince- 
ton: Princeton University Press, 1959. Pp. 
xxvi, 591. $12.00. 

When a well-known scholar spends nearly two 
decades (albeit with interruptions) on a study 
under auspices of the world’s leading private or- 
ganization devoted to economic research, the 
reader is apt to have unduly high hopes. The pres- 
ent volume contains findings interesting to econo- 
mists generally, and material useful for future 
research workers, but reading the full six hun- 
dred pages is a tedious chore. The interesting 
parts could have been put into a hundred pages 
or less, but the book is not arranged for quick 
extraction of the essence. 

To describe Morgenstern’s subject as the in- 
ternational transmission of business cycles under 
gold standard conditions is to exaggerate his 
scope. He has limited himself to five kinds of 
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monthly statistical series (short-term interest 
rates, long-term interest rates, central bank dis- 
count rates, exchange rates, and stock market 
indexes) for four countries (the United states, 
Great Britain, France, and Germany), feeling 
that all balance of payments statistics, including 
those for gold movements, were untrustworthy. 
With few exceptions, the main one concerning 
stock market panics, he has not permitted him- 
self the luxury of using non-statistical informa- 
tion or considering other countries. His years 
are primarily 1878-1914 and 1925-38, approxi- 
mately the time of the international gold stand- 
ard. 

The study was done for the National Bureau of 
Economic Research. Although Morgenstern makes 
only limited use of the Burns-Mitchell approach 
to business cycles associated with that institu- 
tion, the entire book is very much in the spirit 
of that approach. His 72 charts and 141 tables 
include just about every manipulation of the 
data that one might think of. Besides marking off 
specific cycles and comparing them to reference 
cycles, he has compared the different series for 
the same country and similar series for different 
countries and compared the comparisons. He sel- 
dom has recourse to conventional theory and then 
only, in the N. B. E. R. tradition, to disparage it. 
On the second to the last page of the text, he 
suggests, wistfully perhaps, that game theory 
might illuminate the problems he has studied, but 
he himself has made no effort in that direction. 

Morgenstern’s most interesting findings are 
“concerned the famous hypothesis of the 
‘international solidarity of money markets’ which 
apparently was first enunciated by Lord Goschen 
in his Theory of the Foreign Exchanges, 1861.”’ 
(P. 166). According to the hypothesis, “When 
two (or more) countries are on the gold standard 
then there exist definite limits for the absolute 
differences between their short-term interest 
rates. The actual differences at a given moment 
depend on the absolute stand of the exchange 
rates at the same moment, which in turn can 
vary only between the gold points of the curren- 
cies.’’ (Pp. 166-67.) Morgenstern shows not only 
that short-term interest rates often violated the 
postulated limits, sometimes for months on end, 
but also that the same was true for exchange 
rates. Gold points were not fixed limits within 
which exchange rates were confined nor were 
violations of gold points mere momentary aberra- 
tions. Even to determine what the gold points 
were was a problem, solved (not very satisfac- 
torily to my mind) by taking the median, or 
occasionally the extreme, of half-a-dozen or so 
different values for a gold point as given in usually 
reliable sources. It should be possible to deter- 
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mine the gold points more precisely by the ex- 
change rates prevailing on days when gold moved. 
Gold flow statistics are doubtless as bad as Mor- 
genstern thinks, but data accurate quantitatively 
are not needed. It should be possible to determine 
when, whence, and whither gold moved, even 
though the quantity is unknown. 

Of more immediate relevance to the transmis- 
sion of business cycles are Morgenstern’s ‘‘effort 
series.’’ A country is considered to be making an 
effort to retain funds if its exchange rate is near 
its gold export point and/or its short-term in- 
terest rate is high compared to another country 
(and the other country is said to exert pressure 
to attract funds). The effort series combine the 
exchange rate and the differential of short-term 
interest rates on a scale from +100 to —100. No 
very startling conclusions emerge (pp. 360-61). 

If a book is judged solely by the significance of 
its findings, Morgenstern’s deserves high marks, 
but the verdict is less favorable if based on the 
opportunity cost of the resources used by author 
and reader. 

Renpigs 

Vanderbilt University 


Railroad Transportation and Public Policy. By 
James C. Nelson. Washington: Brookings 
Institution, 1959. Pp. xiii, 512. $7.50. 

Prescriptions for the nation’s ailing railroads 
are becoming as ubiquitous, and generally tend 
to be about as useful, as cures for the common 
cold. Professor Nelson's prescriptions, however, 
differ from most in that they are based on a de- 
tailed scholarly study of the patient and diagnoses 
of his various ailments. 

The author makes two basic and prima facie 
reasonable assumptions. First, railroads, within 
the foreseeable future, either under private man- 
agement or under government ownership or sub- 
sidy, will continue to play an essential role both 
in our peacetime economy and in national defense. 
He demonstrates clearly that railroads are not 
obsolete, or even a backward or declining indus- 
try, in the strictly technological sense. Second, 
based on resource allocation arguments, he as- 
sumes the social desirability of a maximum 
amount of transport competition. This should 
be limited only by rate regulation prohibiting 
undue preference to large or favored shippers, 
forbidding noncompensatory rates or rates by 
low-cost carriers designed to eliminate needed 
competing agencies, and preventing “irration- 
ally’’ low rates which burden other traffic. The 
current sorry plight of the railroads is viewed as 
a joint result of inept governmental and private 
managerial policies. 
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Part One of the work, a little more than one- 
half the textual content, shows how quantitative 
and qualitative traffic shifts during the post-war 
era have seriously affected railroad financial sta- 
bility, with a consequent threat to the mainte- 
nance of necessary services, despite the general 
prosperity prevailing elsewhere in the economy. 
This situation is attributed in part to the de- 
velopment of ‘‘superior,’’ though often higher- 
cost, services by other agencies, and it has been 
aggravated by railroad management’s failure to 
respond in adjusting rates, services, organiza- 
tions, and operations to these changing competi- 
tive conditions. Often, too, where management 
has attempted to respond, government regulation 
has forced a political rather than a market deter- 
mination of “fair shares’’ of traffic, preventing 
effective rate competition, and frequently ignor- 
ing the fact that mere rate equality with competi- 
tors is not sufficient for a low-cost carrier which 
gives ‘‘inferior’’ service—since many shippers are 
willing to pay something extra for better service, 
the low-cost carrier must be permitted to exploit 
its one advantage. Government promotion, in- 
cluding direct and indirect subsidies of competing 
forms of transportation, differential tax struc- 
tures, and short-sighted labor policies, also have 
contributed to rail difficulties. 

Part Two discusses various solutions. Manage- 
ment could be more efficient, especially in its uti- 
lization of freight cars and labor, and pricing 
policies should be overhauled. Government should 
drastically reduce unnecessary burdensome regu- 
lation, revise and clarify our so-called National 
Transportation Policy, and institute a system of 
user charges designed to eliminate the substantial 
subsidies enjoyed by some non-rail carriers. The 
chapters dealing with passenger deficits and pric- 
ing policies, although controversial, are particu- 
larly well done, and should be required reading 
for all railroad and government officials concerned 
with these matters. 

More than 150 fully documented tables and 
charts, including an appendix of 55 tables, makes 
the book a handy reference for many kinds of 
statistical information. Unfortunately, however, 
there is no listing of these tables and charts. 
Another weakness of omission is the author’s 
failure (for reasons which he explains, however) 


to include any discussion of the possible econo- 
mies of consolidation or of fully integrated trans- 
portation companies. 

Although not written as a textbook, many in- 
structors will find this book useful either as a 
text in advanced courses or for supplemental 
reading. Its wealth of information, clarity, and 
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well reasoned argument will make it a standard 
in the field for years to come. 
Roy J. Sampson 
University of Oregon 


Public Regulation of Business. By Dudley F. 
Pegrum. Homewood, Ill.: Richard D. Irwin, 
1959. Pp. xviii, 732. $7.50. 

This book is designed for courses in Govern- 
ment and Business and is considerably narrower 
in scope than the title indicates. Perhaps a more 
fitting title would be ‘“‘The Federal Government 
and Big Business.’’ State and local regulation 
are discussed occasionally, however, the main 
line of discussion follows federal legislation and 
the regulation by federal courts and administra- 
tive agencies of monopolies and restraint of trade. 

The book is divided into five parts. Part I deals 
with the theory and history of the law and eco- 
nomics of private enterprise, particularly in the 
United States. Part II is on prices and public 
policy; Part III, which comprises one-third of the 
book, covers the antitrust laws; Part IV, is de- 
voted to transportation and public utilities; and 
Part V concludes with a discussion of ‘‘The State 
and Economic Life.” 

On page 12 Pegrum states that “‘public regula- 
tion ...applies primarily to production. It is 
here that the key to the control of the economic 
process lies.’’ This statement is not in keeping 
with his virtual omission of many types of public 
regulation of business—labor regulation, taxes 
and tariffs, zoning and licenses, sanitation and 
purity of product, to name a few. 

Pegrum’s book is more readable than many 
other texts in economics and business administra- 
tion. He appears to like repetition with variations, 
and places a low premium on the economy of 
words. Some readers will undoubtedly be irked to 
find the same theme in different garb in different 
places, with no cross-references. A good topical 
index would have revealed such duplications. 

Pegrum's account of federal court cases since 
1950 is, of course, especially valuable to those 
who have not watched the courts lately, even 
though the discussion tends to lean toward legal 
rather than economic issues. He is one of the few 
to note the effect of changes in economic condi- 
tions upon legislative and judicial policies to- 
ward business, as for instance between 1933 and 
1940. He preferred not to apply this reasoning 
to explain the abrupt shift in judicial attitude 
between the E. C. Knight case, heard during a 
depression, and the leading cases of 1897-99 which 
were decided when profits and prosperity per- 
vaded the air. A similar shift occurred in the 
climate of court opinion at the state level between 
the depression of the 1840’s and the boom which 
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followed. Indeed, it makes as much sense to study 
decisions on restraint of trade according to the 
phase of the business cycle as to classify them 
according to purely legal issues. 

Most economists will find no fault with Peg- 
rum’s treatment of brands and trade marks on 
page 157; and many businessmen will rejoice at 
his considerably different assessment on page 
201, that the “over-all effect’’ of advertising, 
brands, and trade marks ‘‘has been to stimulate 
competition and productive efficiency.’’ If we 
could only assume that the most efficient pro- 
ducers had a similar advantage in advertising 
and branding! 

Pegrum rightly views with alarm the staggering 
impasse in which many leading United States rail- 
roads have been floundering for the past genera- 
tion and blames government regulation for much 
of the difficulty. Perhaps management, labor, and 
public highway policies deserve examination also. 
At any rate he favors a wholesale reorganization 
of the procedure and criteria of regulation rather 
than the removal thereof, for fear of ‘‘ruinous 
competition.’’ It will be a sad day if the rail- 
roads go the way of the trolley cars; but many 
shippers and consumers would welcome a little 
“‘ruinous competition’’ in the field of transporta- 
tion. 

Many will agree with Pegrum that we have a 
bad habit in this country of proclaiming a law or 
a decision to resolve a bad situation and letting 
it go at that. As he points out, voluntary self- 
regulation on the part of entrepreneurs could be 
motivated so as to improve our performance no 
end. Unfortunately there is no guaranty that the 
chiseler will not win out in the absence of a social 
sanction. It has been a common pattern for indus- 
trial leaders to seek and achieve public regula- 
tion when they found themselves steadily losing 
out to operators with shabby concepts, or no con- 
cepts at all, of social responsibility. 

Tuomas 8S. Berry 

University of Richmond 


Public Expenditures in Australia. By B. U. Ratch- 
ford. Durham, N. C.: Duke University Press, 
1959. Pp. xvii, 320. $7.50. 

This excellent study of an important subject 
deserves widespread attention. Reasonable men 
will disagree about the importance of a country 
whose population is under 10 million, but no one 
can question the importance of government spend- 
ing. Professor Ratchford undertook his investiga- 
tion of Australian finances with the determina- 
tion to ask and try to answer questions which are 
significant to most of the world. While he does 
not ‘“‘moralize’’ or presume to make sweeping 
generalizations, he presents facts and conclusions 
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which do have broad significance. Throughout, 
one senses an understanding, even sympathetic, 
but always healthily critical, feeling for popular 
efforts to use the political process. 

This book is scholarly. Some of it will appear 
dull, but these parts are rarely long. Inevitably, 
a monograph which meets exacting standards of 
proof, verification, and qualification will contain 
much which is of no interest to most of those who 
should be concerned with its broader findings. 
Yet such a study is incomparably more valuable 
than one which generalizes—and leaves one with 
slight basis for judgment. 

Thirteen chapters plus statistical appendices, 
bibliography, and an index make up the volume. 
The author begins with a discussion of what he 
means bY “public expenditure” and points out 
how impossible it is to get figures which fit his, or 
any other consistent, definition. He continues with 
a survey of spending before 1929, summarizes the 
period from 1929 to 1955, and then takes up indi- 
vidual topics. Nine chapters deal with particular 
parts of the problem, and a final perceptive chap- 
ter ‘observes and concludes.”’ 

By any reasonable standard, of course, govern- 
mental expenditures in Australia have grown. 
They were (1953/54) one sixth less as a percentage 
of GNP than in the United States, chiefly because 
defense spending is relatively much smaller. As 
one recalls the great efforts of Australia in two 
World Wars, one is surprised that only a few years 
ago defense spending (in relation to GNP) was 
one fourth that of the United States and one third 
that of the United Kingdom. Spending on educa- 
tion was not much over half the percentage of 
GNP here. On roads and transport, however, 
Australia spent almost twice as much as we did, 
relatively. (One of the most interesting chapters 
is that dealing with transport expenditure. Pro- 
fessor Ratchford’s evidence prompts one again 
to ask, ‘‘Why do men make such a mess of some- 
thing so important as financing transport, espe- 
cially railroads, in relation to other forms?’’) 
Professor Ratchford touches with scholarly re- 
straint on the question of the effectiveness of the 
political process in deciding questions of the use 
of resources. He repeatedly raises important is- 
sues, e.g., the effects of higher taxation on volun- 

tary saving in a land greatly in need of more 
capital or the tremendous and distorting cost 
that would be involved in abolishing the means 
test. 

A few impressionistic comments will suggest 
the range of subject matter and some of the au- 
thor’s conclusions: The budgetary process is in- 
fluenced substantially by the relative strength 
of personalities; no clear concept of ‘economy 
in government”’ has been developed; intelligently 
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informed civic groups are uncommon; even “‘con- 
servatives’’ seek political power by proposals to 
increase spending, including the enlargement of 
transfer outlays; governmental integration of 
railroads with highways and airlines leaves much 
indeed to be desired; Labour now places slight 
emphasis on governmental ownership of industry 
—results to date may be controversial, but no 
one claims impressive success; use of the ‘“‘best’’ 
tax sources is so extensive that new spending 
must be paid for by less desirable sources; ma- 
nipulation of expenditures ‘‘quickly and pre- 
cisely’’ to implement fiscal policy is impossible 
and is exceptionally difficult in a country where 
governments operate large business enterprises; 
wages and salaries—the largest part of the budget 
—are determined immediately by two agencies, 
the Public Service Board and the Public Service 
Arbitrator, which are in effect beyond the control 
of Parliament and the Executive. 

Federal-state-local financial relations are diffi- 
cult. Local governments, seriously short of reve- 
nue sources, have not developed in stature and 
importance in this country. Local weakness helps 
explain the relatively heavy responsibilities of 
the states, which, however, are without adequate 
revenue sources. One major source of state diffi- 
culty is Commonwealth preemption of the most 
productive tax sources. Creeping centralization 
seems likely. 

One ends the book with thanks to the author 
for a careful and yet broadly focused study— 
but also with increased concern about the role of 
government spending. The Australians, of course, 
have many excellent accomplishments to show 
for their taxes. The whole process of taxing and 
spending, however, no less than in this country, 
leaves very much to be desired as a means for 
efficient resource allocation. 

C. Harriss 

Columbia University 


A General Theory of the Price Level, Output, In- 
come Distribution and Economic Growth. By 
Sidney Weintraub. Philadelphia: Chilton 
Company, 1959. Pp. xii, 123. $3.50. 

The gauntlet has been deftly thrown on the 
table! The defenders of the equation of exchange 
are now to be engaged in mortal combat. 

For years, many economists have been uneasy 
in their attempts to reconcile the forces of MV= 
PT with the theory of the firm and the aggregate 
approach of the Keynesian system.' Professor 


1 “The general price-level depends partly on the 
rate of remuneration of the factors of production 
which enter into marginal cost and partly on the 
scale of output ....’’ J. M. Keynes, The General 
Theory of Employment, Interest, and Money, New 
York, 1936. P. 294. 
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Weintraub has replaced the equation of exchange 
with a new truism (the Wage Cost Mark-up Iden- 
tity) which is consistent with the body of eco- 
nomic theory and which uses empirically measure- 
able concepts. Simply, he defines sales proceeds 
(Z) as equal to a multiple (k) of the wage bill, i.e., 


Z = kwN (1) 


PQ = kwN, (2) 


where w is the money wage, N is the level of em- 
ployment, P is the market price, and Q is the 
sales quantity. Hence, 


P = (kwN)/Q = (kw)/A (3) 


where A is the average physical product of labor. 

Using statistical series of business gross prod- 
uct for Z, and of employee compensation for wN 
in equation (1), Weintraub demonstrates that 
between 1929 and 1957, k had a constant value of 
2. (It varied between 1.87 and 2.16.) Thus, equa- 
tion (3) reduces to 


P = 2w/A. (4) 


Accordingly, the price level is a simple linear func- 
tion of the ratio of money wages to average physical 
productivity. (This result has often been implied 
in discussions of ‘‘cost-push’’ inflation without 
developing a macro-economic foundation? or sug- 
gesting how to test the hypothesis.) One must 
agree with Weintraub that it is hard “to repress 
excitement”’ over finding the constancy of k. 

Using his computed k series in conjunction with 
series on real business gross product and employ- 
ment tevels, Weintraub computes a price index 
via equation (3). Comparison of the actual price 
index for business gross product with the com- 
puted index shows a ‘‘remarkable confluence.” 
Thus, the theory checks out. ‘It can be useful, 
therefore, as a predictive tool . . . [and] as a guide 
to public policy in an age of inflation (or defla- 
tion)’’ (p. 29). Furthermore, Weintraub shows 
that movements in the Consumer Price Level and 
in the Price Index for business gross product are, 
in general, identical (pp. 66-68). 

Having established empirically the basis for 
his “scientific law,’’ Weintraub briefly indicates, 
in Chapter 7, the number of equations and un- 
knowns that are required to build a complete 
economic model ‘‘wedding’’ together the theory 
of the price level to the theory of output. It is in 
this chapter that the reader may regret that the 


* Much of the theoretical foundation can be 
found in Professor Weintraub’s previous book, An 
Approach to the Theory of Income Distribution, 
Philadelphia, 1958. 
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author did not use his incisive faculties to yield 
a more detailed analysis rather then relegating 
to footnotes (in the interests of clarity and ex- 
pediency) some interesting remarks on the deter- 
mination of the mioney wage rate and the useful- 
ness of some common macro-economic identities 
(p. 71). 

The policy implications of Weintraub’s analysis 
are indicated in Chapters 9 and 10. Essentially, 
he argues that “the Federal Reserve is not equipped 
to combat inflation....A brake on monetary 
policy is a brake on output primarily, and only 
indirectly an impediment on prices’’ (p. 86). The 
solution to inflation is, instead, a small ‘‘research 
agency collecting data on all (important) wage 
agreements and estimating what their implications 
are for the price level’’ (p. 90). This knowledge 
in the hands of Congress and the public, Wein- 
traub avers, should be sufficient to deter excessive 
union demands. 

This slim volume will demand the attention of 
all economists. Weintraub’s agrument will force 
the profession to reassess its conflicting theories 
of inflation and their policy implications. Fur- 
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thermore, it should stimulate further investiga- 
tion into the nature of k, and consequently into 
the theory of income distribution. Further studies 
should answer such questions as: does k maintain 
its constancy if production payrolls* rather than 
the heterogeneous employee compensation figure 
is employed in the computations? Why was k 
higher in depression times than in prosperity? 
Is there a secular trend in k? On a disaggregative 
level, does k vary with the size of firm, or with a 
single firm over time, or with firms in the same 
industry? 

Only further study will tell if Weintraub is 
justified in believing he has ‘‘accomplished some 
further synthesis of analytic economics and em- 
pirical work... [contributing] towards making 
economics a predictive science’’ (p. 1). 

Pavut Davipson 

Rutgers University 


* Bureau of the Census estimates of production 
workers’ payrolls are closer to the theoretical con- 
cept of the wage bill. Furthermore, the use of such 
a series would tend to identify the role of labor 
unions in the process. 
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APPOINTMENTS, PROMOTIONS 
AND RESIGNATIONS 


Ruth I. Anderson, on leave from North Texas 
State College, is visiting professor of business 
education at Indiana University for the 1959- 
1960 academic year. 

K. C. Austin has been appointed interim in- 
structor of accounting, College of Business Ad- 
ministration, University of Florida. 

Clifton A. Baker, formerly at Indiana Univer- 
sity, has been appointed assistant professor of 
marketing at the University of South Carolina. 

Robert F. Bender has resigned as associate 
professor of business education at Arkansas State 
College to go to Eastern Washington State Teach- 
er's College. 

Patricia Benoit has been appointed instructor 
of secretarial science at McNeese State College. 

Doris B. Bentley has been appointed instructor 
of secretarial science at Southwestern Louisiana 
Institute. 

George Benz has been appointed instructor in 
economics at Central State College (Oklahoma). 

William Blachman has joined the faculty of 
Southwestern Louisiana Institute as assistant 
professor of economics. He was formerly at the 
University of Wisconsin 

Arthur A. Blum, formerly assistant professor 
at the New York School of Industrial and Labor 
Relations, Cornell University, has been appointed 
assistant professor of business administration and 
industrial relations at American University. 

Orton W. Boyd, formerly with the Atomic 
Energy Commission, has been appointed associate 
professor of accounting and taxation at American 
University. 

Julian H. Bradsher has been promoted to asso- 
ciate professor of economics at Oklahoma State 
University. 

Ruth I. Branum, formerly instructor in business 
education at Eastern New Mexico University, has 
been appointed instructor in business education at 
Texas Technological College. 

H. Theo Breland has been appointed acting head 
of the Business Administration Department at 
Troy State College. 

George W. Brooks, professor of education, was 
made chairman of the Department of Social 
Science at South Carolina State College. 

Bernard Brown, who recently received his Ph.D. 
degree from the University of Wisconsin, has been 
appointed assistant professor of economics at 
Florida State University. 

Harvey C. Bunke is a visiting associate pro- 


fessor of transportation at Tulane University. He 
is on leave of absence from State University of 
Iowa. 

Robert Logan Bunting, of the School of Business 
Administration, University of North Carolina, 
has resigned as assistant professor of economics 
to accept a position as associate professor of 
economics at North Carolina State College, effec- 
tive September 1959. 

James M. Cain has joined the faculty of Tulane 
University as an instructor in management. 

Webster Cash, who has returned from one year’s 
post doctoral study at the London School of 
Economics, has been appointed associate professor 
of economics at the Florida State University. 

Rebecca Collins, formerly of the University of 
Mississippi, has been appointed instructor of 
business education at Arkansas State College. 

Herman Colvin has resigned as associate pro- 
fessor of business law at Mississippi State Uni- 
versity. 

Ed Crim has been appointed chairman, Depart- 
ment of Business Statistics, University of Okla- 
homa. 

Clarence H. Danhof, professor of economics at 
Tulane University, is on leave for research. 

Lynn E. Dellenbarger has been appointed assist- 
ant professor of economics at Oklahoma State 
University. 

James Durbin holds an appointment as Ford 
Foundation visiting associate professor for the 
academic year 1959-60 in the School of Business 
Administration, University of North Carolina. 
He is on leave from the London School of Eco- 
nomics. 

Howard S. Dye, professor of economics at the 
University of Tennessee, is on leave of absence 
during the academic year 1959-1960 to teach and 
lecture at University College, Dublin, Ireland. 

Thomas Eason has been appointed instructor 
in economics at Troy State College. 

Charles Edward Edwards, formerly of the 
University of North Carolina, has been appointed 
assistant professor of finance at the University of 
South Carolina. 

Pat Ellebracht, formerly of Texas Technological 
College, has been appointed instructor in business 
administration at Arkansas State College. 

C. O. Elliott has been promoted to associate 
professor of accounting at North Texas State 
College. 

Don Evans has been appointed assistant pro- 
fessor of business at Ouachita Baptist College 
(Arkansas). 
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Marvin L. Fair, chairman of the Transportation 
Department at American University, is on leave 
to serve with the U. 8. Senate Study of National 
Transportation Policy. 

Robert L. Ferralasco, assistant professor of 
business education, Arkansas State College, is on 
leave to complete graduate work at the University 
of Arkansas. 

Peter A. Firmin. associate professor of account- 
ing at Tulane rsity, is on leave of absence 
to accept a fel. aip of the Ford Foundation’s 
Institute of Basic Mathematics for application to 
business at Harvard University. 

Paul J. FitzPatrick, head of the Department of 
Economics at Catholic University of America, 
has been reelected national secretary-treasurer of 
Pi Gamma Mu, national social science honor 
society. 

Robert A. Ford, formerly of Southwestern 
Louisiana Institute, has joined the faculty of 
Arlington College (Texas). 

Gilford Frazee has been appointed associate 
professor of economics at Clemson College. 

Nick Galifianakis has been appointed instructor 
in the Department of Economics and Business 
Administration, Duke University, during the year 
1959-60. 

Otis L. Gaston, has been appointed professor of 
economics at Erskine College. 

Frank Gathof has been promoted to assistant 
professor of economics at American University. 

William D. Geer, formerly at Stetson Univer- 
sity, has been appointed associate professor of 
economics and business administration at Howard 
College. 

Giovanni B. Giglioni has been appointed in- 
structor in management at Tulane University. 

Seymour 8. Goodman has been appointed assist- 
ant professor of economics at Tulane University. 

Charles J. Grayson, Jr., associate professor of 
business administration, has returned to the 
faculty of Tulane University after an absence to 
study for the D.B.A. degree at Harvard Univer- 
sity. 

Walter E. Gunning, formerly real estate ap- 
praiser at the Franklin Savings Bank of New York 
City, has been appointed associate professor of 
real estate and insurance at American University. 

Orville J. Hall, professor of economics at the 
University of Arkansas, spent the past summer 
working on an SBA project on the sawmill in- 
dustry. 

Newell B. Ham, formerly of St. Xavier Univer- 
sity, has been appointed assistant professor of 
business administration at Arkansas State College 

Joseph W. Harrison, formerly with the Virginia 
Department of Highways, has been appointed 
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research specialist in the Bureau of Business Re- 
search at the University of Mississippi. 

Louise C. Hauge, of Indiana University, has 
been appointed assistant professor of business 
education at Texas Technological College. 

Robert D. Hay, professor of management at 
the University of Arkansas, spent the past summer 
working on an SBA project on the sawmill in- 
dustry. 

Rolf Hayn has returned to the Department of 
Economics, University of Oklahoma, after a one- 
year leave of absence in Argentina. 

Harold J. Heck, formerly professor of business 
administration at Tulane University, has accepted 
an appointment in the Foreign Service of the 
United States as commercial attache in Paris. 

Ervan J. Holtmann has resigned as instructor in 
business education at Texas Technological College 
in order to pursue graduate study at the State 
University of Iowa. 

G. Charles Hood, formerly of the University of 
Arkansas, has been appointed instructor in ac- 
counting at Arkansas State College. 

D. L. Howell has been appointed instructor in 
business administration at Troy State College. 

Loren A. Ihnen has accepted a position of assist- 
ant professor of agricultural economics at North 
Carolina State College effective January 1, 1960. 

Eleanon Isaacs, formerly of the Securities and 
Exchange Commission, has been appointed asso- 
ciate professor of law at American University. 

Harry L. Johnson, formerly of the University 
of Virginia, has been appointed associate professor 
of economics at Louisiana Polytechnic Institute. 

Lee L. Johnson, formerly chairman of the De- 
partment of Business at West Texas State College, 
is visiting professor of finance at the University 
of Mississippi. 

Peter d’Arcy Jones, of Manchester University 
in England, is a visiting assistant professor of 
economics and history at Tulane University. 

A. D. H. Kaplan, formerly senior staff member 
of the Brookings Institution, has returned to 
Rollins College for the current academic year. 

William M. Keane, formerly associated with 
Arthur Young and Company, Toledo, Ohio, has 
been appointed assistant professor of accounting, 
College of Business Administration, University of 
Florida. 

Harold J. King, formerly consultant with the 
Commercial and Financial Chronicle in New York 
City, has been appointed professor of business 
administration and finance at American Univer- 
sity. 

Robert L. King is on a year’s leave of absence 
from the School of Business Administration, Uni- 
versity of South Carolina, to complete his doc- 
torate work at Michigan State University. 
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Leopold B. Koziebrodzki was appointed visiting 
lecturer in economics in the School of Business 
Administration, University of North Carolina, 
effective September 1959. 

Sherman Krupp has been appointed assistant 
professor of economics at Florida State University. 

Charles W. Langdon has been appointed in- 
structor in the Department of Economics and 
Business Administration at Howard College. 

Laurence Lantenbach has been appointed dean 
of the School of Commerce at Bob Jones Univer- 
sity. He was vice-president of Osmundson Manu- 
facturing Company in Perry, Iowa. 

David T. Lapkin was appointed associate pro- 
fessor of economics in the School of Business 
Administration, University of North Carolina, 
effective September 1959. 

Chester F. Lay, formerly chairman of the Man- 
agement Department at Southern Methodist 
University, has been appointed senior professor of 
accounting and management and director of 
Graduate Studies in Business Administration at 
Trinity University. 

John Leibenderfer has resigned from the De- 
partment of Finance at the University of Okla- 
homa. 

Lester S. Levy has been promoted to associate 
professor of economics at Texas Technological 
college. 

A. J. Marjenhoff has been made instructor in 
accounting at The Citadel. Previously he did 
accounting with Price, Waterhouse and Company. 

Nester Marquez-Diaz has been appointed lec- 
turer in economics at Loyola University of the 
South. 

Joseph Master has been appointed interim in- 
structor of accounting, College of Business Ad- 
ministration, University of Florida. 

J. B. McCauley has been promoted to assistant 
professor of management at North Texas State 
College. 

William McGrew has been promoted to professor 
of accounting, University of Oklahoma. 

W. T. Meek, professor of economics and manage- 
ment at Louisiana Polytechnic Institute, has been 
granted a leave of absence to participate in the 
exchange professorship program of the U.S. State 
Department. He will teach at the University of 
Zulia, Maracaibo, Venezuela. 

William L. Miller has returned to his teaching 
duties in the Department of Economics and Busi- 
ness Administration at Alabama Polytechnic 
Institute after spending a year as a Fulbright 
lecturer in East Pakistan. 

Harry N. Mills, formerly of the Service Bureau 
Corporation in New York City, has been ap- 
pointed instructor in business administration at 
North Texas State College. 
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Wayne E. Moeller has been appointed associate 
professor of general business at Southwestern 
Louisiana Institute. He was formerly at the Uni- 
versity of Georgia. 

John Moore has been appointed instructor in 
business law at Mississippi State University. 

James A. Morris, professor of economics at the 
Univeristy of South Carolina, was a discussion 
leader at the American Assembly meeting spon- 
sored last November by Vanderbilt University. 

Louis E. Mullen has joined the faculty of Louisi- 
ana State University in New Orleans as an instruc- 
tor in accounting. He was formerly at the Univer- 
sity of Georgia. 

James A. Murphy has been promoted to asso- 
ciate professor of finance, University of Oklahoma. 

Harold Nelson has resigned as associate pro- 
fessor of business administration at Arkansas 
State College to go to Indiana State Teacher’s 
College. 

Wilson J. Nettleton, Jr. has been appointed 
lecturer in industrial management and assistant 
director of the Computer Center at Tulane Uni- 
versity. 

William H. Nicholls, chairman, Department of 
Economics and Business Administration, Vander- 
bilt University, was elected president elect of the 
American Farm Economic Association in August 
and will serve as president during the year 1960-61. 

Arvella Payne has been appointed chairman of 
the Economics Department at Henderson State 
Teachers College (Arkansas). 

W. Nelson Peach has been appointed chairman, 
Department of Economics, University of Okla- 
homa. 

John Franklin Pearce has been appointed assist- 
ant professor of economics at Clemson College. 

John Pearson has been promoted to associate 
professor of business services and has been ap- 
pointed chairman of the Business Services Di- 
vision at North Texas State College. 

Allen Perry has received a one-year appoint- 
ment at Louisiana Polytechnic Institute as assist- 
ant professor of economics. 

Clarence E. Philbrook, professor of economics 
at the University of North Carolina, organized 
and directed the fourth annual Political Economy 
Conference, which was held in Chapel Hill last 
summer during August 25-September 2. He was 
elected treasurer of the Mont Pelerin Society, at 
the meetings of the Society held at Oxford Uni- 
versity, September 7-12, 1959. 

Olin 8. Pugh, associate professor of economics 
at the University of South Carolina, was director 
of an SBA project last July. 

Arthur L. Rayhawk, formerly management 
engineer with the Department of Defense, has been 
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appointed Whirlpool professor of marketing at 
American University. 

Jim Reese has returned to the Department of 
Economics at the University of Oklahoma after 
one year as staff economist with the Joint Council 
on Economic Education, New York City. 

Arthur M. Reynolds has been appointed lecturer 
in business administration at Howard University. 

W. C. Ribble has resigned as assistant professor 
of business at Ouachita Baptist College (Arkan- 
sas). 

Carl T. Robbins has been appointed instructor 
in the Department of Economics and Business 
Administration at Alabama Polytechnic Institute, 
effective in September 1959. 

Richard Roberson has joined the faculty of 
Louisiana Polytechnic Institute as assistant pro- 
fessor in accounting. He was formerly at Michigan 
State University. 

Martin Rooney has been promoted to professor 
of finance at North Texas State College. 

Robert W. Rosen, formerly of the University of 
Florida, has been appointed associate professor of 
management at the University of South Carolina. 

William J. Ryan has resigned from Catholic 
University of America to devote full time to his 
accounting practice. 

Roy J. Sampson, assistant professor of eco- 
nomics at Texas Technological College, has re- 
signed to accept an appointment as assistant pro- 
fessor of transportation at the University of 
Oregon. 

Robert L. Sandmeyer has been appointed in- 
structor in economics at Oklahoma State Univer- 
sity. 

Carl P. Savage has resigned as instructor in 
business education at Arkansas State College to 
go to the University of Tennessee at Martin. 

Stanley Allen Self has been promoted to asso- 
ciate professor of management at North Texas 
State College. 

Tannell Shadid has been appointed chairman of 
the Department of Business Law, University of 
Oklahoma. 

Ansel M. Sharp has been promoted to associate 
professor in economics at Oklahoma State Uni- 
versity. 

Robert M. Shultz has been appointed instructor 
in business law, University of Oklahoma. 

James A. Slater has been appointed associate 
professor of management and statistics at Louisi- 
ana Polytechnic Institute. He was formerly with 
the Department of Finance, State of Ohio. 

Kate C. Sneed has been appointed assistant 
professor in the Department of Business Admin- 
istration at Alabama College. 

Howard L. Steele, associate agricultural econo- 
mist at Clemson College, has returned after a 


NOTES 


year of graduate study at the University of Ken- 
tucky. 

Robert Sterling, instructor of accounting, Uni- 
versity of Florida, has been granted a leave of 
absence to continue his graduate work under a 
Ford Foundation grant. 

Dewey M. Stowers was appointed part-time 
instructor in the Department of Economics and 
Business Administration, Duke University, during 
the fall semester of 1959-60. He is on leave from 
Elon College. 

Donald F. Swanson, formerly of Bellarmine 
College, has been appointed assistant professor of 
economics at the University of South Carolina. 

Ernst W. Swanson, senior research economist 
at the Engineering Experiment Station, Georgia 
Institute of Technology, has been appointed head 
of the Department of Economics at North Caro- 
lina State College, effective February 1, 1960. 

Ralph R. Swoboda has been appointed instruc- 
tor in business administration at Loyola Uni- 
versity of the South. 

Calvin C. Taylor, economist with the United 
States Department of Agriculture and stationed 
at Clemson College, has accepted a position with 
the Southeast River Basin Commission in Atlanta, 
Georgia. 

Raymond D. Thomas, professor emeritus of 
economics and dean emeritus of the College of 
Business at Oklahoma State University, has been 
appointed professor of economics at Drury Col- 
lege. 

Charles L. Trekell, formerly instructor in busi- 
ness education at Texas Technological College, is 
now in the United States Army. 

Robert D. Tucker has been appointed associate 
professor of finance at the University of Okla- 
homa. 

George von Tungeln has been promoted to 
associate agricultural economist at Clemson Col- 
lege. 

Melville J. Ulmer has returned to his post as 
professor of economics and chairman of the De- 
partment of Economics at American University 
after serving as a Fulbright visiting professor of 
economics at the Netherlands School of Econom- 
ics, Rotterdam, during 1958-1959. 

Vernon Upchurch has been appointed chairman, 
Department of Accounting, and promoted to pro- 
fessor of accounting, at the University of Okla- 
homa. 

Alice Wallace has joined the faculty at McNeese 
State College as instructor of business adminis- 
tration. 

Charles H. Waterfall, professor of economics in 
the University of South Carolina, retired last 


August. 


: 


NOTES 


Elsie M. Watters, of Tulane University, has 
been promoted to associate professor of statistics. 

Olney S. Weaver, formerly of Florida Southern 
College, has been appointed assistant professor of 
business administration at American University. 

Paul A. Weinstein has been appointed instruc- 
tor in economics at Oklahoma State University. 

William F. Wessel, instructor in business ad- 
ministration at Loyola University, has resigned. 

R. E. Westmeyer, professor of business adminis- 
tration, University of Arkansas, studied operating 
aspects of the barge-line business this past summer 
on the Intracoastal Waterway and Lower Missis- 
sippi River as a guest of the Canal Barge Lines of 
New Orleans. 

Harry J. Wheaton has been promoted to assist- 
ant professor of business administration at Ameri- 
can University. 

Harry Williams, formerly associate professor of 
economics and finance at the University of Hous- 
ton, was appointed manager of the Requirements 
Research Apparatus Division of Texas Instru- 
ments, effective September 1, 1959. 

J. Earl Williams, professor of economics at the 
University of Tennessee, has been appointed cor- 
respondent of the Southern Economic Journal for 
1959-1960 by the Southern Economic Association. 

Maxie L. Work, instructor in the Laboratory 
School of Mississippi University, is visiting pro- 
fessor of business education at North Texas State 
College for the 1959-1960 academic year. 

Charles C. Yauger, formerly of the University 
of Arkansas, has been appointed instructor in 
economics at Arkansas State College. 


NEW MEMBERS 


The following names have been added to the 
membership of the Southern Economic Associa- 
tion: 

William R. Allen, University of California, Los 

Angeles 24, Calif. 
Aline M. Blackman, University of North Caro- 
lina, Chapel Hill, N. C. 
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Jere W. Clark, University of Chattanooga, Chat- 
tanooga 3, Tenn. 

Donald Dewey, 611 Watts Street, Durham, N.C. 

John W. Diederich, 150 Brambleton Avenue, 
Norfolk, Va. 

Robert 8. Glover, A & M College of Texas, Col- 
lege Station, Tex. 

George L. Googe, Pressmen’s Home, Tenn. 

William E. Green, Box 602, University, Miss. 

Jack D. Guenther, Box 1548, Vanderbilt Uni- 
versity, Nashville, Tenn. 

Elton Hinshaw, 2019 B. Beech Avenue, Nash- 
ville, Tenn. 

Winfield Hutton, Federal Reserve Bank of At- 
lanta, Atlanta, Ga. 

Stanley F. Love, Box 7600, Chicago 80, III. 

Edward Lovings, University of North Carolina, 
Chapel Hill, 

David McFarland, 904 Lemont Drive, Nashville, 
Tenn. 

George Malanos, 33 Gilmer Street, Atlanta, Ga. 

Julian W. Mettetal, Arkansas A & M College, 
College Heights, Ark. 

J. Eugene Pierce, University of Tennessee, 
Knoxville, Tenn. 

M. Watkins Rhodes, 111 North Fifth Street, 
Richmond, Va. 

Robert P. Ross, 1912 Lone Oak Circle, Nash- 
ville, Tenn. 

Charles Schotta, Jr., Texas Christian Univer- 
sity, Ft. Worth, Tex. 

Charles R. Scott, Jr., Box 2607, University, Ala. 

John L. Wortham, Texas Christian University, 
Fort Worth, Tex. 


FORD FOUNDATION GRANT 


The School of Business Administration at 
Tulane University has been awarded a grant of 
$200,000 from the Ford Foundation, to be used 
over the next five years for implementing new 
developments in business administration curricula 
and for research. 
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BOOKS RECEIVED 


Artle, Roland. Studies in the Structure of the Stock- 
holm Economy. Stockholm, Sweden: Business 
Research Institute, Stockholm School of Eco- 
nomics, 1959. Pp. X, 197. Paper, Sw. kr. 20:-. 

Bain, Joe S. Industrial Organization. New York: 
John Wiley & Sons, 1959. Pp. x, 643. $9.25. 

Batchelor, James H. Operations Research: An An- 
notated Bibliography. 2nd ed. St. Louis, Mo.: 
St. Louis University Press, 1959. Pp. x, 866. 
$10.00. 

Baumol, William J. Business Behavior, Value and 
Growth. New York: Macmillan Company, 
1959. Pp. xiv, 164. $4.75. 

Berlin, Isaiah. Karl Marz: His Life and Environ- 
ment. New York: Oxford University Press, 
1959. Pp. 280. Paper, $1.50. 

Blicksilver, Jack. Cotton Manufacturing in the 
Southeast: An Historical Analysis. Atlanta, 


Ga.: Georgia State College of Business Ad- 


ministration, Bureau of Business and Eco- 
nomic Research, 1959. Pp. viii, 176. 

Bock, Betty. Concentration Patterns in Manufac- 
turing. New York: National Industrial Con- 
ference Board, 1959. Pp. 14, 128. Paper, $2.50. 

Brown, A. J. Introduction to the World Economy. 


New York: Rinehart & Company, 1959. Pp. 
10, 212. $3.50. 

Chenery, Hollis B. and Clark, Paul G. Jnterin- 
dustry Economics. New York: John Wiley & 
Sons, 1959. Pp. XV. $7.95. 

Churchman, C. West and Ratoosh, Philburn 
(eds.). Measurement: Definitions and Theories. 
New York: John Wiley & Sons, 1959. Pp. 
viii, 274. $7.95. 

Cole, David M. The Development of Banking in the 
District of Columbia. New York: William- 
Frederick Press, 1959. Pp. xx, 629. $10.00. 

Deguchi, Yuzo. Essays on a Methodological Study 
of Social Sciences. Tokyo, Japan: Science 
Council of Japan, 1958. Pp. 77. 

Fackler, Walter D. and Frucht, Padraic P. Ad- 
ministered Prices and Inflation: Some Public 
Policy Issues. Washington, D. C.: Chamber of 
Commerce of the United States. 1959. Pp. 81. 
Paper, $1.00. 

Glenny, Lyman A. Autonomy of Public Colleges. 
New York: McGraw-Hill Book Co., 1959. Pp. 
xix, 325. $5.95. 

Glover, John G. and Lagai, Rudolph L. (eds.). 
The Development of American Industries: Their 
Economic Significance. 4th ed. New York: 
Simmons-Boardman Publishing Corporation, 
1959. Pp. xxi, 835. $7.50. 

Grossman, William L. Fundamentals of Transpor- 


tation. New York: Simmons-Boardman Pub- 
lishing Corporation, 1959. Pp. vii, 280. $5.50. 

Kemmerer, Donald L. and Jones, C. Clyde. Ameri- 
can Economic History. New York: McGraw- 
Hill Book Co., 1959. Pp. xvi, 680. $7.75. 

Latham, Earl. The Politics of Railroad Coordina- 
tion, 1933-1936. Cambridge, Mass.: Harvard 
University Press, 1959. Pp. x, 338. $6.50. 

Letiche, J. M. Balance of Payments and Economic 
Growth. New York: Harper & Brothers, 1959. 
Pp. xiii, 378. $6.00. 

Lippitt, Vernon G. Determinants of Consumer 
Demand for House Furnishings and Equipment. 
Cambridge, Mass.: Harvard University Press, 
1959. Pp. xiv, 172. $6.00. 

Loescher, Samuel M. Imperfect Collusion in the 
Cement Industry. Cambridge, Mass.: Harvard 
University Press, 1959. Pp. vi, 331. $7.00. 

Mann, Fritz Karl. Finanztheorie Und Finanzso- 
ziologie. Gdttingen, Germany: Vandenhoeck & 
Ruprecht, 1959. Pp. 170. Paper, DM 11.80. 

McGill, Dan M. Life Insurance. Homewood, IIl.: 
Richard D. Irwin, 1959. Pp. xxi, 847. $7.50. 

Metcalfe, James Vernon. Principles of Ocean 
Transportation. New York: Simmons-Board- 
man Publishing Corporation, 1959. Pp. xi, 
250. $5.50. 

Monroe, John and Finkner, A. L. Handbook of 
Area Sampling. New York: Chilton Company, 
1959. Pp. vii, 55. Paper, $3.00. 

Myers, Charles A. (ed.). Wages, Prices, Profits 
and Productivity. New York: American Assem- 
bly, Columbia University, 1959. Pp. ix, 193. 
$2.00. 

Peterson, William H. The Question of Governmental 
Oil Import Restrictions. Washington, D. C.: 
American Enterprise Association, 1959. Pp. 
vi, 71. Paper, $1.00. 

Pound, Roscoe. Labor Unions and the Concept of 
Public Service. Washington, D. C.: American 
Enterprise Association, 1959. Pp. viii, 63. 
Paper, $1.00. 

Selekman, Benjamin M. A Moral Philosophy for 
Managment. New York: McGraw-Hill Book 
Co., 1959. Pp. xii, 219. $6.00. 

Shultz, George P. and Coleman, John R. Labor 
Problems: Cases and Readings. 2nd ed. New 
York: McGraw-Hill Book Co., 1959. Pp. xii, 

Stockton, R. S. Wage Policies and Wage Surveys. 
Columbus, Ohio: Ohio State University, 1959. 
Pp. xxv, 301. $5.00. 

Stovel, John A. Canada in the World Economy. 
Cambridge, Mass.: Harvard University Press, 
1959. Pp. xiii, 364. $7.50. 


260 


42 
sth 
be 
we 
| 
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The Business of Department Stores. New York: Na- What the Communist Offensive Means to American 
tional Industrial Conference Board, 1959. Pp. Business. Washington, D. C.: Chamber of 

48. $2.00 (Associates); $10.00 (Non-Associ- Commerce of the United States, 1959. Pp. 20. 
Whitney, D. Ransom. Elements of Mathematical 


ates). 
The Cost of Medical Care. Washington, D. C.: Statistics. New York: Henry Holt & Co., 1959. 


International Labor Office, 1959. Pp. XIII, 
216. Paper, $1.50. 

Vickers, Douglas. Studies in the Theory of Money, 
1690-1776. Philadelphia, Pa.: Chilton Com- 
pany, 1959. Pp. ix, 313. $6.50. 


Pp. ix, 148. $4.75. 

Williamson, Harold F. and Daum, Arnold R. 
The American Petroleum Industry. Evanston, 
Ill.: Northwestern University Press, 1959. 


Pp. xvi, 864. $7.50. 
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New Titles By South-Western 
e MONEY AND BANKING 


2nd Edition—By Eugene Klise 


The second edition provides a logical integration of monetary theory, monetary 
development, and fiscal policy. Historical and institutional aspects are blended 
with theory and practice to picture clearly the relation of our monetary policy and 
banking system to our general economy. Attention is given to the increasingly 
important role of the Treasury in the field of money and banking. 


e LABOR ECONOMICS AND 
INDUSTRIAL RELATIONS 


By Yoder and Heneman 


This book is a new and distinctive contribution that is designed for the introductory 
labor course. Three areas are covered: (1) labor economics, including labor market- 
ing and the appraisal of public policy and labor legislation; (2) manpower manage- 
ment, including the broad areas of personnel administration and labor relations; 
and (3) collective bargaining, including the whole area of labor movements and the 
organization and administration of modern unions. 


e PRINCIPLES OF FINANCE 


By Dauten and Welshans 


PRINCIPLES OF FINANCE fills the long-felt need for a basic principles textbook 
in the field of finance. It is intended for the first course in finance for business school 
students and for majors in business and economics in liberal arts colleges. It pro- 
vides a better understanding of such courses as money and banking, corporation 
finance, and investments. The functions, the principles, the institutions, the prac- 
tices, the procedures, and the problems of the whole area of finance are presented 
in an understandable but challenging manner. 


SOUTH-WESTERN PUBLISHING CO. 


(Specialists in Business and Economic Education) 
Cincinnati 27—New Rochelle, N.Y.—Chicago 5—San Francisco 3—Dallas 2 
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INTERNATIONAL TRADE 


GOODS, PEOPLE, AND IDEAS 
by WENDELL C. GORDON, University of Texas 


This comprehensive introduction to international economics integrates 
current thinking in the field into a coherent whole. In straightforward 
prose Dr. Gordon presents the facts and the theories, and shows how they 
relate to one another. ‘‘ This is indeed an outstanding book, particularly 
by reason of its timely emphasis on capital movements and economic de- 
velopment, and its well-rounded presentation of trade theory and policy.” 
—HUBERT BICE, Louisiana State 672 pp. $6.75 text 


THE DYNAMICS OF THE 


AMERICAN ECONOMY 


by CHARLES H. HESSION, 
S. M. MILLER, and CURWEN STODDART 


Brooklyn Coliege 


A highly readable and provocative text for the introductory course in 
economics. ae an institutional and behavioral approach, it de- 
picts the actual functioning of the contemporary American economy. It 
offers a framework based not only on traditional economic concepts but 
on insights from the behavioral sciences, and applies this frame to the 
major areas of economic behavior: business, labor, government, and eco- 
nomic fluctuations. *‘. . . a very stimulating book, reflecting the current 
trend toward reunification of various fields of the behavioral studies. It 
humanizes the subject of economics, and I feel that it will make the 
introductory course in this field much more meaningful and interesting to 
the first-year student in economics.’’—j. &. THOROGOOD, University of the 
South. 538 pp. $6.00 text 


ALFRED A. ENOPF, Publisher 


College Department 501 Madison Avenue New York 22 
When you write to our advertisers, please mention Tbe Southern Economic Journal 
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Rand M¢Nally Announces 


SCHOOLS AND STREAMS OF 
ECONOMIC THOUGHT 


by EDMUND WHITTAKER, Colorado State University 


A New Text for Courses in 
the History of Economic Thought 


Professor Whittaker’s new book surveys the history of economic thought from the 
ancient world to the present time. The economic thought of the main schools and 
periods is related to its background in contemporary philosophies and in the social 
environment of the times. Separate chapters examine the development of ideas on 
two subjects of current interest, employment and business activity, and the place 
of the individual in relation to the society. The substance of economics is changing 
rapidly and appropriate attention is given to very recent developments. 


January, 1960 Approximately 550 pages Probably $6.50 list 


CONTENTS 


. From the Ancient World to the Protestant Reformation 
. Mercantilism 
. Some Beginnings of Modern Economists 
. The Physiocrats 
. Adam Smith and the Rise of Classical Economics 
. Classical Economics After Smith— 
1. Population and the Laws of Returns 
. Classical Economics After Smith— 
2. Theories of Value and Distribution 
. Classical Economics After Smith— 
The Law of Markets and the Problem of Depression 
. Romanticism and Historical Economics 
. Socialism Before Marx 
. Marxism and Socialism After Marx 
. Modern Economics in the Classical Tradition— 
1. The Resurgence of the 1870's 
. Modern Economics in the Classical Tradition— 
2. The Second Generation 
. Recent Economics and the Social Whole 
15. Employment and Business Cycles 
16. Association and Planning 
Looking Backward and Forward 
Literature 
Index 


College Department 


RAND MCNALLY & COMPANY 
P.O. Box 7600, Chicago 80, IIlinois 


When you write to our advertisers, please mention The Southern Ecdnomic Journal 
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We Proudly 
Present 


the Eighth 
Edition 


of 
Harold U. 


Faulkner’s 


AMERICAN 
ECONOMIC 
HISTORY 


Thirty-five years ago this book was 
a pioneer; today it is still the lead- 
ing text in the field. Since the Sev- 
enth Edition was extensively revised 
and completely reset, the Eighth Edi- 
tion concentrates on bringing statis- 
tics up to date, making certain 
corrections, and adding new infor- 
mation. 


817 pages. $7.00 


HARPER & BROTHERS 
49 E. 33d St., N.Y. 16, N.Y. 


When you write to our advertisers, please mention The Southern Economic Journal 
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in 1960 


a new program of fully integrated accounting texts 


ACCOUNTING THEORY AND PRACTICE: Introductory 
ACCOUNTING THEORY AND PRACTICE: Intermediate 


Robert R. Mitroy and Robert E. Waupen, both of Indiana University 


and 


ECONOMIC POLICY: Business and Government 


Donald Stevenson Watson, George Washington University 


ACCOUNTING IN ACTION: Its Meaning for Management 


Billy E. Gorrz, Massachusetts Institute of Technology 
Frederick R. Kiet, Antioch College 


SOVIET ECONOMIC POWER: Its Organization, Growth, and Challenge 


Robert W. Camppeun, University of Southern California 


a recent text which is receiving enthusiastic approval 


ADVERTISING: Mass Communication in Marketing 


C. A. Kir«patrick, University of North Carolina 
638 pages 1959 


An Instructor’s Manual is available. 


HOUGHTON MIFFLIN COMPANY 
3130 Piedmont Road N.E., Atlanta 5, Georgia 


When you write to our advertisers, please mention The Southern Economic Journal 
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Highly praised textbooks... 


THE 


BUSINESS LAW 


LOUIS O. BERGH, Member, U. S. Supreme Court and N. Y. Bars; 
and THOMAS CONYNGTON, late Member, N. Y. Bar 


This outstanding textbook is built on the 
sound foundation of forty years of continu- 
ous use throughout the country. It provides 
a clear and readable exposition of the basic 
principles of the law, and the underlying 
reasons for these principles. Text discus- 
sions are illustrated and supported b 

numerous cases, concise summaries of dif- 
ferences in state law, and more than fort 

legal forms. Book includes coverage of suc 


practical topics as stock options, stock 
splits, suits by stockholders, trusts and 
estate administration, real estate law, insur- 
ance, responsibilities of issuers and account- 
ants in connection with financial statements. 
“The cases are well-selected, very illustrative, 
and clearly presented.’’—L. E. Fratcher, 
University of Houston. Jnstructor’s Manual 
available. 5th Ed., 1956. 49 forms, aed 
7.50 


ORGANIZATION and MANAGEMENT 
in INDUSTRY and BUSINESS 


WILLIAM B. CORNELL, Emeritus, New York University; 
Revised by HUXLEY MADEHEIM, College of the City of New York 


Designed for the introductory course 
in industrial and business management, this 
class-tested textbook gives the student a 
well-rounded survey of the general opera- 
tion of a business and the working of each 
department. Stressing principles, the dis- 
cussions follow the departmental setup of 
the industrial plant and embrace latest 
applications of automation, linear program- 


ming, personnel administration, office man- 
agement, marketing, finance, etc. Book in- 
cludes questions and problems designed to 
encourage analytic thiaking. ‘‘Does an excel 
lent job in introducing this area of know ledge 
to the beginning student.’ D. . Green- 
wald, Syracuse University. ‘‘Ezce eptionally 
well done both as to content and organization.”’ 
—Herbert Wachsmann, Utica College. 4th 
Ed., 1958. 122 ills., 579 pp. 37 


CORPORATE FINANCE 


ELVIN F. DONALDSON, The Ohio State University 


A complete picture of the principles under- 
lying the modern business corporation’ 8 
financial police) y and practice. Stressing man- 
agement’s viewpoint, this textbook gives 
the best legal and accounting advice on cor- 
porate financial policy; fully discusses taxa- 
tion and its impact on the corporation and 
owners. Covers a wide range of important 
topics, including forms of business organiza- 


tion, promotion and financing by securities, 
expansion and combination, receivership, 
etc. ‘“‘High quality and excellent organiza- 
tion .. .’’—John W. Harriman, New York 
University. ‘Clearly understandable... 
technical terms are accurately and adequately 
explained.’—Journal of Finance. In 
structor’s Manual available. 1957. 48 ills., 
tables, 876 pp. 7.0 


PRINCIPLES of STATISTICAL ANALYSIS 


SAMUEL B. RICHMOND, Columbia University 


A comprehensive, eminently teachable 
textbook designed as an introduction to 
statistical analysis for students in business 
and economics. Detailed illustrative mate- 
rial combines with the text to present a 
thorough treatment of the collection, anal- 
ysis, and presentation of statistical data. 
Organized around the modern concept of 
statistical induction, the book keeps mathe- 


matical procedures to a minimum, introduc- 
ing and explaining the techniques employed 
at the point of use. A Glossary of Equations 
lists each basic equation used in the text. 
‘A solid, well-done book . . . evidently based 
on much pre-thought and teaching experi- 
ence.’’—Harry Malisoff, Brooklyn Col ege. 
“A good textbook for a beginning course.”— 
Southwest Social Science Quarterly. 
1957. 210 ills., tables, 491 pp. $6.5 


RONALD PRESS COMPANY 


15 East 26th Street, New York 10, New York 


When you write to our advertisers, please mention The Southern Economic Journal 
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New and Timely McGraw-Hill Books 


PRODUCTION CONTROL, New Second Edition 


By FRANKLIN G. MOORE, University of Michigan, 655 pages, $8.00 
This new second edition describes the work of controlling production, compares methods, and 
examines the reasons why one method should be chosen rather than another. Several subject 
areas not covered before have been integrated into the new edition. Many new illustrations 
In all subject areas the material has been brought up to date. 


MANAGEMENT OF INTERNATIONAL OPERATIONS: 
Text and Cases 


By JOHN FAYERWEATHER, Columbia University. Ready in January. 
This book is intended to advance the managerial knowledge and skill of students and business 
men concerned with the management of operations of international scope. It deals with all 
of the major areas of management actions: human relations, marketing, community and labor 
relations, organization, finance and operating policies. The text, composing about one-third 
of the book, describes the basic conditions and chief managerial problems in each area. The 
cases illustrate significant problems and management methods in each area. 


MANAGEMENT IN THE INDUSTRIAL WORLD: 
An International Analysis 


By FREDERICK H. HARBISON, Princeton University; and CHARLES A. MYERS, 
Massachusetts Institute of Technology. 412 pages, $7.00 
This pioneering work studies the nature of management as a resource, a system of authority, 
and a class. The book is based on research done in a number of different countries at different 
stages of industrialization, structure, and development. 


THE EDUCATION OF AMERICAN BUSINESSMEN: 


A Study of University-College Programs in Business 
Administration 


By FRANK C. PIERSON, Swarthmore College. McGraw-Hill Carnegie Series in American 
Education. 740 pages, $7.50 
The author, one of the top labor economists in this country, was selected by the Carnegie 
Corporation to make an exhaustive and critical study of undergraduate and graduate courses 
and the overall curriculum in Business Administration. This book is the resulting analysis, and 
is also the third volume in the Carnegie Series in American Education. 


McGraw-Hill Book Company, Inc. Send for 


copies on 


approval 


330 WEST 42nd STREET NEW YORK 36, N. Y. 


| 
ie 
| 
| 
i] 
i} 
| 
1] 
| 
| 
| 
| 
A 
‘ 
| 
| 
| 
| 


BOOKS from Prentice-Hall 


the new edition of this widely adopted text 
THE AMERICAN ECONOMY: is designed to show how America’s compli- 
+s . cated economic system and institutions 
Its Origins, Development and Transformation have evolved from a European origin. The 
rocess whereby these institutions were 
by £ A J. JOHNSON, Johns Hopkins University and Canephented to America and modified by 
HERMAN E. KROOSS, New York University ; the emergent American people is the subject 
of an entirely new chapter on the Colonial 
riod of economic development. Revealin 
ow economic institutions were perfecte 
and improved, attention is canmeelen tech- 
nology, business enterprise, finance, agri- 
culture, labor and government. An ap- 
praisal is made of our economy in war and 
peace and of the influence of the American 
system on economic thought. 


’ Approz. 512 pages Text price $4.95 
To be published January, 1960 


Retaining its emphasis on the significance of 
maint&ining competition in the American 


CORPORATE CONCENTRATION AND economy, this edition has been condensed, 
PUBLIC POLICY, 3rd Edition reorganized and completely up-dated to 


— its subject in the most effective way. 
us ‘eatures include: data on the 200 largest 
by MARTIN L. LINDAHL and Wit A. CARTER, both of non-financial corporations—case studies of 
Dartmouth College key industries: tobacco products, shoe 
machinery, iron and steel, glass containers, 
and others. 


Published, 1959 Text price $8.00 


704 pages 


Supplementing any standard text, this book 
covers the application of general economic 
principles, plus details of the actual 
processes involved in computing taxes, 
interest, parity prices, and index num 
bers. Attention is given to the applica- 
tion of micro-economic principles within a 
firm and to the use of economic reasoning in 
the solution of public policy problems. 
Where textbooks differ, the authors give a 
definition which will aid the student in 
— the problem as = There is 
something specific for the student to do in 
CASES AND PROBLEMS IN ECONOMICS every oe a 4 must compute, diagram, 
; explain, recommend, and solve. 
by JAMES DUESENBSERRY, Harvard University, and tt€ The degree of difficulty of the materials 
PRESTON, University of California varies. The instructor is free to vary the 
intricacy of assignments by omitting or 
adding questions. A teacher’s manual will be 
available to present the answers to numeri- 
cal problems and some suggestions about 
the use of materials. 


224 pages Text price $2.50 
To be published January, 1960 


To receive approval copies promptly, write: Box 303 


ne PRENTICE-HALL, Inc. 
Englewood Cliffs, New Jersey 


When you write to our advertisers, please mention The Southern Economic Journal 
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A New Economics Textbook From Pitman... 


PRINCIPLES OF ECONOMICS 
By The Committee on Economics 


Developed by a team of sixty-seven professors of economics to provide a 
clear exposition of basic economics for a first college course. 

Points out the relevance of theory to recent economic history and to current 
public policy. Each principle of economic theory is made clear by the use of 
classroom-tested illustrative examples. Suitable emphasis is given to international 
economics in general and to that of the Soviet Union in particular. 

Each chapter includes a pointed summary as well as sufficient questions to 
test the student’s recall and his ability to apply relevant economic principles to 


current problems. An instructor’s manual is in preparation. 873 pp. $7.25 


PITMAN PUBLISHING CORPORATION 
2 West 45th Street New York 36, New York 


When you write to our advertisers, please mention The Southern Economic Journal 
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American Economic Review 


VOLUME XLIX December 1959 NUMBER 5 


ARTICLES 

CHoostnG AMONG ALTERNATIVE PuBLIC INVESTMENTS P. O. Steiner 
Rewative INcome SHARES IN Fact AND THEORY I. B. Kravis 
MANUFACTURERS’ INVENTORY INVESTMENT, 1947-58 P. G. Darling 
PLANNING WITH MATERIAL BALANCES J. M. Montias 
Competition AND GrowTH: West GERMANY Egon Sohmen 
MaNn—Lanp EQvILIZATION THROUGH MIGRATION F. T. Bachmura 


REVIEW ARTICLE 
Tue THeory or PuBLic FINANCE C. S. Shoup 
COMMUNICATIONS 


SOVIET AND AMERICAN INVENTORY-OvUTPUT RATIOS B. P. Pesek 
The Wage—Push Inflation Thesis, 1950-1957: Comment D. W. Johnson 
REPLY L. E. Gallaway 

Time-PREFERENCE AND Economic GrowtH: COMMENT F. M. Westfield 
REPLY ; W. Leontief 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American 
Economic Association and is sent to all members. The Annual dues are six dollars. Address edi 
torial communications to Dr. Bernard F. Haley, Editor, AMERICAN ECONOMIC REVIEW, 
Stanford University, Stanford, California. For information concerning other publications and 
activities of the Association, communicate with the Secretary-Treasurer, Dr. James Washington 
Bell, American Economic Association, Northwestern University, Evanston, Illinois. Send for 


information booklet. 


THE JOURNAL OF 


POLITICAL ECONOMY 


Edited by MARY JEAN BOWMAN 
in Cooperation with the Ocher Members of the 
Department of Economics of the University of Chicago 


The October 1959 issue contains: 


Utility, Risk, and Linearity , G. C. Archibald 
Change in Labor Inputs in Soviet Agriculture Arcadius Kahan 
Inflation and the Price Mechanism Harold Wolozin 
Formal Criteria for Investment Decisions Martin J. Bailey 


The Tata Steel Strike: Some Dilemmas of Industrial Relations in a Developing 
Economy ...... Subbiah Kannappan 


Relative Permanent Income: Elaboration and ..William Fellner 


Consumption-Loan Interest and Money Abba P. Lerner 
Paul A. Samuelson 


Abba P. Lerner 


Reply 
Rejoinder 
Book Reviews and Books Received 


Published bimonthly in February, April, June, August, October, and Decem- 
ber. Subscription rates for U.S.A. and possessions: 1 year, $6.00; 2 years, 
$11.50; 3 years, $16.50. Canada and Pan American Postal Union: Fifty cents 
more per year. All other countries: $1 more year. Single copies: $1.75. 
Special Rate: $3.00 per year to full-time graduate students in economics or 
business. 


The University of Chicago Press + $750 Ellis Ave., Chicago 37, Ill. 
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THE SOUTHERN ECONOMIC ASSOCIATION 


Founded in 1927 


OFFICERS 


President 
Fritz Machlup, The Johns Hopkins University 
Vice-Presidents 
James M. Buchanan, University of Virginia R. Murray Havens, University of Alabama 


Secretary-Treasurer 
William H. Wesson, Jr., Louisiana State University 


EXECUTIVE COMMITTEE 
IN ADDITION TO THE ABOVE OFFICERS 


Past Presidents 
William H. Nicholls, Vanderbilt University Howard R. Smith, University of Georgia 


Elected Members 


Clarence E. Philbrook, University of North Carolina 
William D. Ross, Louisiana State University 
W. Tate Whitman, Emory University 


Managing Editor of the Southern Economic Journal 
G. T. Schwenning, University of North Carolina 
EDITORS OF PUBLICATIONS 
Elected by the Southern Economic Association 

Edgar 8. Dunn, Jr., University of Florida Howard G. Schaller, Tulane University 
John S. Hénderson, University of Alabama Robert 8. Smith, Duke University 
Joseph P. McKenna, Saint Louis University Carey C. Thompson, University of Texas 
James W. McKie, Vanderbilt University Leland P. Yeager, University of Virginia 


Appointed by the University of North Carolina 
Lowell D. Ashby William N. Parker 
James C. Ingram Ralph W. Pfouts 

Clarence E. Philbrook 


CORRESPONDENTS 
John E, Altazan, Louisiana State University David McKinney, University of Mississippi 
Arnold L. Barrett, University of Alabama James F. Miles, Clemson College 
H. M. Douty, U. S. Department of Labor John C. Murdock, University of Missouri 
Louis A. Dow, University of Oklahoma Charles E. Ratliff, Jr., Davidson College 
J. Earl Williams, University of Tennessee Spencer M. Smith, Jr., University of Maryland 
Albert Griffin, Emory University Rodman Sullivan, University of Kentucky 
John M. Gunn, Jr., Washington and Lee University James C. Vadakin, University of Miami 
E. E. Liebhafsky, A and M College of Texas R. E. Westmeyer, University of Arkansas 


Membership dues in the Association are: annual $6.00, contributing $15.00, life $100.00, institutional 
$100.00, student $3.00. Membership fees include payment for a year’s subscription to The Southern 
Economic Journal. Applications for membership should be addressed to William H. Wesson, 
Jr., College of Business Ldcsinistection, Louisiana State University, Baton Rouge, Louisiana. 
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Ready in January 
PUBLIC POLICIES TOWARD BUSINESS Revised Edition 


By CLAIR WILCOX, Swarthmore College 


This is a revision of one of the most notable texts ever published in the area of govern- 
ment and business. It is designed as a basic text for courses in government and business, 
public regulation of business, and government regulation of industry, and may be used 
as a supplementary volume in many other courses in economics and political science 
which deal with public policy toward business enterprise. 

Equal emphasis is given to the economic and political aspects of the policies examined. 
In balance, it seeks to give equal attention to the major types of public policy toward 
business activity: maintaining competition, moderating competition, substituting regu- 
lation for competition, and substituting public for private enterprise. 


CORPORATE FINANCIAL MANAGEMENT 


By RAYMOND P. KENT, University of Notre Dame 


In this new volume on corporation and business finance, the student learns what cir- 
cumstances must be analyzed for intelligent decision making regarding financial policy, 
and why given courses of action should be adopted rather than alternative ones. 

A balanced coverage is given to both internal financial management and to external 
financing. The point of view of financial managers is stressed throughout—the principles 
they must apply, the problems they face, and the policy choices with which they must 


grapple. 
Recently “Published 
ECONOMIC FLUCTUATIONS: Growth and Stability 


Revised Edition 
By MAURICE W. LEE, University of North Carolina 


PUBLIC REGULATION OF BUSINESS 


By DUDLEY F. PEGRUM, University of California at Los Angeles 


THEORY OF WAGES AND EMPLOYMENT 


By ALLAN M. CARTTER, Duke University 


GOVERNMENT FINANCE: An Economic Analysis 
Revised Edition 
By JOHN F. DUE, University of Illinois 


WRITE FOR EXAMINATION COPIES 


RICHARD D. IRWIN, INC. HOMEWOOD, ILLINOIS 
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